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ASLEEP AT THE SWITCH: FERC’S OVERSIGHT 
OF ENRON CORPORATION— VOL. I 


TUESDAY, NOVEMBER 12, 2002 

U.S. Senate, 

Committee on Governmental Affairs, 

Washington, DC. 

The Committee met, pursuant to notice, at 10:08 a.m., in room 
SD-342, Dirksen Senate Office Building, Hon. Joseph I. Lieber- 
man, Chairman of the Committee, presiding. 

Present: Senators Lieberman, Levin, Thompson, and Collins. 

OPENING STATEMENT OF CHAIRMAN LIEBERMAN 

Chairman Lieberman. Good morning and welcome. Today, we 
continue a series of Senate Governmental Affairs Committee hear- 
ings on what Federal and private sector watchdogs did and did not 
do to expose and prevent the unethical and illegal behavior of the 
Enron Corporation in the months and years leading to the com- 
pany’s collapse. 

Our goal from the beginning of this investigation last January 
has been to determine whether Federal agencies and others respon- 
sible for safeguarding our markets did all they could to prevent 
this economic catastrophe so that we can now act to prevent an- 
other such catastrophe from ever occurring again. 

Today, we are going to focus on the role of an agency that had 
direct regulatory responsibility over Enron’s energy business and 
that is the Federal Energy Regulatory Commission, known as 
FERC. The Majority staff of this Committee has completed an ex- 
haustive investigation into FERC’s role, and in my judgment, what 
they found is an embarrassing and unacceptable failure of the Fed- 
eral Government to protect millions of consumers, stockholders, 
and workers. Again and again, FERC failed to ask critical ques- 
tions about Enron’s business practices. In the few cases when they 
did ask pertinent questions, the people at FERC settled for incom- 
plete or incorrect answers. 

The Committee’s investigation has found the most egregious ex- 
amples of lax FERC oversight in four areas: One, the company’s 
treatment of certain wind farms and the special rate status for 
them, which Enron obtained and preserved; two, the operation of 
Enron Online, which was Enron’s electronic trading platform, 
which it now appears Enron leveraged unfairly to its advantage 
against customers in the marketplace; three, the handling of trans- 
actions between Enron and its affiliated companies; and four, 
Enron’s actions during the West Coast energy crisis last year, 

(l) 
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which raised electricity prices in California, Oregon, Washington, 
and other States by literally billions of dollars. 

In these four cases, FERC’s oversight ranged from naive, at best, 
to negligent, at worst, and they lead me to offer the following five 
observations. 

First, the agency more often than not trusted Enron’s assertions 
rather than questioning them. Indeed, in some cases, FERC failed 
to pursue questions even after Enron had presented specific evi- 
dence of potential abuses in documents Enron submitted directly to 
the agency. For example, when Enron applied to FERC for special 
permission to charge customers higher energy rates through a 
number of wind farms that it had acquired, and it in its application 
included many details that constituted red flags, or should have, at 
FERC, the agency failed to subject that application to anything but 
a superficial review. 

Under the special rate arrangement, Enron itself was not per- 
mitted to own wind farms, but in its application, Enron told FERC 
that it was providing the financing to the new owner of the 
projects, that Enron would retain a right to repurchase the 
projects, and that Enron would indemnify the new owner for tax 
liabilities incurred when it was repurchased. In other words, FERC 
was told many things that should have made Enron’s contention 
that it did not own the wind farms highly suspect. 

Yet, despite seeing all this information which was included in 
Enron’s application, FERC approved the ownership arrangement 
and the special rate status was granted to Enron, and that meant 
that Enron was able to charge customers higher energy rates than 
they were allowed to otherwise under law. 

Then, when Enron sought to have the special rate status ex- 
tended, it submitted a self-recertification, which, like all such self- 
certifications that FERC receives, was never looked at or reviewed. 
The folks at FERC simply filed the application away and allowed 
Enron thereby to claim the special status for an additional period 
of time. Only after this Committee’s investigation raised questions 
about FERC’s handlings of these transactions did FERC open an 
investigation into Enron’s original claims. 

Congress obviously did not create and empower and fund the 
Federal Energy Regulatory Commission so that it could be a filing 
cabinet. We created it to protect consumers, to ensure just and rea- 
sonable energy rates, and to level the playing field for all busi- 
nesses and utilities. Those purposes are, of course, more crucial 
than ever in the newly deregulated energy markets. 

Second, the agency failed to anticipate or prepare for changes oc- 
curring in the energy markets, which are among the most volatile 
and rapidly evolving sectors of our economy. Americans depend on 
our regulatory agencies to keep the economy fair and efficient, to 
anticipate major developments, and to stay on top of where those 
markets they monitor are headed. 

Despite the fact that Enron Online and other electronic trading 
platforms had grown into a powerful force by the year 2000 and 
were expected to dominate energy trading, FERC failed to even 
complete a basic study of whether regulating those platforms was 
its job or the job of another governmental agency, in this case, 
probably the Commodity Futures Trading Commission. Without 
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even that critical step completed, FERC and the rest of the Federal 
Government could not begin to develop any long-term public policy 
strategy about how to keep these emerging market tools fair and 
efficient. 

Third, FERC reacted belatedly to many serious offenses, letting 
possible market abuses go uncorrected and unchallenged for many 
months. Too often, in place of effective oversight, the agency offered 
timid hindsight. For instance, in November 2000, a FERC staff in- 
vestigation into the causes of the California energy crisis concluded 
that power sellers had the potential to manipulate the power mar- 
ket. I’m tempted to add to my prepared statement what my teen- 
age daughter would say here, duh, right? 

After coming to that obvious conclusion, which cried out for im- 
mediate follow-up, FERC took over a year to launch an investiga- 
tion into the market behavior of individual companies during the 
California energy crisis, and that was only after Enron actually col- 
lapsed in early December of last year. Energy consumers on the 
West Coast should have had the Federal Government on their side 
during the energy crisis in 2000, not 6 months or a year later. 

And the companies who may have tried to manipulate the mar- 
ket, or, in fact, any who may be thinking about doing it in the fu- 
ture, need to understand that FERC will be a sophisticated and 
sharp watchdog, not a listless and lackadaisical bystander. 

Of course, this is made all the more clear and compelling by the 
recent plea of guilty by the head of trading for the Western mar- 
kets for Enron in regard to — and we’ll get into this in further de- 
tail — in regard to manipulation of the markets that he, as a signifi- 
cant employee of Enron’s, was involved in. 

Remember, FERC is the regulatory agency that led the move- 
ment toward widespread deregulation of the energy business. Of 
course, there was plenty of support for the deregulation in the pri- 
vate sector. But FERC was a supporter, and, therefore, it makes 
it particularly ironic, and I would say irresponsible, that FERC ex- 
hibited little or no vigilance to ensure that participants obeyed at 
least minimal rules of fair play in the deregulated marketplace. 

FERC often seemed to view itself not as a regulator but as a 
facilitator, not as a market cop but as a market cheerleader, and 
that left consumers with nothing to cheer about. 

When market players are given unprecedented latitude in a pre- 
viously regulated market, there must be some effective checks and 
balances. No matter how passionately we believe in competition 
and capitalism as the best system for economic growth and oppor- 
tunity, the invisible hand cannot do it all. We have seen this over 
our history, over and over again. The fact is that markets inher- 
ently have no conscience. To ensure the integrity of our markets, 
the invisible hand needs to be assisted by the fair hand of govern- 
ment oversight in the public interest and private sector self-regula- 
tion. 

Fourth, FERC made no effort to address the gaps, flaws, and in- 
adequacies in the regulatory structure that allowed Enron’s most 
questionable business practices to go without scrutiny. For exam- 
ple, Enron had applied to the SEC requesting a special exception 
to the Public Utility Holding Company Act. Under FERC’s rules, 
simply requesting such an exception allowed Enron to repurchase 
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a number of its wind farms while retaining that special rate status 
I referred to earlier, and apparently allowed it to earn tens of mil- 
lions of dollars above what it would otherwise have earned from 
those projects. 

For more than 2 V 2 years, the SEC sat on the application without 
reviewing it. Did anyone at FERC pick up the phone and ask the 
SEC about the status of those applications? Did these two lead reg- 
ulatory agencies, FERC and the SEC, ever talk to each other about 
these applications? To the best of our staffs ability to find an an- 
swer to those questions, the answer is a disquieting one, which is 
no. 

It’s frustrating enough when major market abuses escape govern- 
ment regulation because perpetrators are crafty enough to fly 
under the government’s radar, but it is really infuriating when 
clear signals are right there on the screen and the people manning 
the stations do not see them or keep their eyes closed. FERC and 
the SEC had the opportunity, indeed the responsibility, to close 
that regulatory gap and did not. 

Fifth, FERC all too often relied on shortcuts and cursory analysis 
of the markets to come to overly optimistic conclusions about the 
potential effects of market manipulation. An internal FERC staff 
report into the Enron Online trading platform which was released 
in August 2001 asked whether the possibility of financial problems 
at Enron could threaten the energy markets. That was August 
2001. Its answer, no, was based on what, by hindsight, certainly 
looks like incomplete and unrealistic assessments. 

First, FERC looked at the entire North American energy market 
rather than the individual regional markets, including, of course, 
most notably, the Western markets. And second, the report con- 
cluded that the chance of Enron failing financially was, in any 
event, remote. And though the same report recognized the competi- 
tive advantage Enron Online gave to Enron’s own trading units, it 
ultimately concluded that these advantages presented no cause for 
concern. In fact, to their credit, FERC’s staff itself later found that 
conclusion to be wrong. 

So FERC’s analysis here is really stunning, because Enron was 
a major player in our energy markets. By the time of its collapse, 
Enron had grown to become the seventh largest company in the 
Nation and the largest electricity and natural gas trading company, 
and that brings me finally to the larger policy question that is 
raised by the Enron scandal and by the staff investigation that will 
be presented this morning. 

Can deregulated markets be left alone to police themselves, or 
does government need to be vigilant in monitoring behavior in 
those markets? And when we use “deregulation” here, it may be a 
confusing term. What happened when we so-called deregulated the 
energy markets is that we went from a system where FERC, for 
instance, was setting the wholesale prices of energy to a system 
where we allowed the market, and presumably competition, to do 
that. But isn’t there still a need for a cop on the beat to make sure 
that those who are participating in the market competition are 
playing fairly and that there really is competition and transparency 
and honesty that will result in the best prices for consumers? 
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For me, the results of this investigation answers that question. 
Government must vigorously and energetically enforce the law to 
protect consumers and investors from abuse, particularly when 
markets, as the term is meant here, are deregulated. 

Remember, it was James Madison who said that if men were an- 
gels — I should update that and say, if people were angels — no gov- 
ernment would be necessary. Unfortunately, we see once again in 
this sad story that people are not always angels and that is why 
we continue to need government to protect the integrity of our mar- 
kets and our economy. 

Obviously, the American economy cannot function without en- 
ergy, and our Federal regulators on whom the people depend for 
protection cannot protect those markets if they systematically fail 
to exercise the powers that we give them. 

I hope that today’s hearing helps to expose and correct the short- 
comings in FERC’s administration that we see here in this case so 
that American families and businesses can get the fair, trans- 
parent, and efficient energy markets they need and deserve. 

Senator Thompson, it is good to be back with you. I don’t know 
how to say it, but I am going to miss you. Not only are you going 
on to new roles in life, I will be going on to a new role in this Com- 
mittee. But it is a pleasure to have you working with us today, to- 
gether, as we have, whether each of us was Chair or Ranking 
Member, in pursuit of the authority that this Committee has and 
I look forward to your statement. 

OPENING STATEMENT OF SENATOR THOMPSON 

Senator Thompson. Thank you, Mr. Chairman. I appreciate that. 
I imagine that we are both a bit nostalgic this morning, but for dif- 
ferent reasons. 

Chairman Lieberman. Yes. [Laughter.] 

Senator Thompson. But I appreciate your comments and I have 
enjoyed very much our working together. I could not imagine, given 
all of the pressures of this place, being able to work with a Ranking 
Member or Chairman of the opposing party in any better fashion 
than you and I have worked together. 

Chairman Lieberman. Thank you. 

Senator Thompson. I will never forget the campaign finance in- 
vestigation when I was Chairman, when bipartisan support was 
very difficult to come by on occasion, and you always did what you 
thought was right, contrary to some of the wishes of Members of 
your own party. I will never forget that, and I have tried to remem- 
ber that as you have been Chairman and taken some detours and 
things that I personally would not have taken, but I have always 
respected you. We have done a lot of good work with regard to this 
particular area that we are dealing with today, too. 

I cannot help but, before I get into the remarks I had intended 
to give, sitting here listening to you, to think back over the last 
several years and how what you were saying was relevant to what 
we have been hearing for a long period of time. 

When I was going out as Chairman about a year-and-a-half ago, 
I submitted a report called “Government at the Brink,” and it 
pointed out what we had been hearing. It was a compilation, really, 
of GAO reports and IG reports and Committee hearings and all, 
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and basically, the conclusion was that we have got serious prob- 
lems with regard to our government, our government departments, 
our government agencies, the way we do things. It is rife with 
waste and abuse and things are not operating the way they should 
and it is costing us a lot of money. Now, we know it is costing us 
in terms of our national security. 

So, unfortunately, you can pick your agency. We can talk about 
the details of FERC and what its responsibilities are and how they 
have performed, but it is one of any number — and it is a regulatory 
agency, somewhat different from some of the others we have had — 
but we have had department after department, agency after agen- 
cy, appear on the high-risk list every year. We are not doing much 
better than we did several years ago. 

We are striving to get some accountability into the system. We 
are trying to get a performance-based system, really, so that we 
can have more accountability. I don’t think it will do any good until 
we tie it to the budget process and there are some consequences 
to poor performance, but you can single out almost any agency. I 
think it has tremendous ramifications for homeland security. I 
think that it points out the need for the flexibility that the admin- 
istration must have in reorganizing so many departments. We are 
talking about one little department here that a lot of people consid- 
ered kind of a backwater until all of these problems hit. 

But the idea of getting the right people in the right places and 
being able to get rid of the wrong people in the wrong places and 
more funding and more accountability and things of that nature 
are all lessons that we need to learn, not only with regard to 
FERC, but with regard to our national defense and homeland secu- 
rity. So it is an important subject, but it is the very tip of a very 
big iceberg. 

It has been approximately a year since there were revealed fi- 
nancial matters that ultimately led to the collapse of Enron, then 
our country’s seventh-largest company. Much has happened in that 
year, particularly following Enron’s bankruptcy, the largest at the 
time until it was eclipsed by WorldCom’s. 

I am proud to say that much has happened and much has been 
revealed as a result of the hearings and investigations by our Com- 
mittee, as well as our Permanent Subcommittee on Investigations. 
A review of recent criminal charges against Enron’s CFO Andrew 
Fastow, for example, reads as if it was written in large part from 
the results of our investigations. Much of our investigation has also 
been conducted on a very bipartisan basis, a fact of which I am also 
quite proud and a testament to what can be done when we work 
together. 

Our Committee and the Permanent Subcommittee on Investiga- 
tions have investigated the roles of various actors in the Enron 
saga, the Board of Directors, auditors, securities analysts, credit 
rating agencies, and financial institutions, and we discovered that 
many of these actors with important roles in monitoring Enron or 
its financial condition generally adopted a “see no evil” approach 
that allowed Enron to present to the public a clean bill of financial 
health up until the company’s collapse. 

We are seeing positive movement addressing these issues raised 
in our investigations: Accounting oversight and other reforms man- 
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dated by Sarbanes-Oxley; tougher new SEC regulations and move- 
ment toward lessening conflicts of interest in the investment bank- 
ing community; and tougher listing standards at security ex- 
changes. Recently, we issued a bipartisan report with respect to the 
SEC, rating agencies, and security analysts that noted a number 
of deficiencies and areas of needed reform. We look forward to a re- 
sponse to that report, which brings us to the Federal Energy Regu- 
latory Commission, FERC, and our hearings today. 

Sometimes, you have to play the cards that are handed you, and 
I have been given a hand today that I prefer not to have been my 
last hand on this Committee. But as I look over the report that we 
are considering today, I am concerned about it. 

Frankly, I think FERC fits a different category than some of 
these other regulatory agencies. I always thought FERC’s primary 
responsibility was to try to achieve just and reasonable rates. It 
doesn’t seem to me like they have the responsibility that a lot of 
these other entities have, and if the SEC and the Board of Direc- 
tors and people who sit on auditing committees and security ana- 
lysts and all these didn’t catch a lot of these things, I am won- 
dering what kind of responsibility we can really fairly place on 
FERC in these areas. 

And as I look over the areas of concern, the wind farm trans- 
actions basically occurred between 1997 and 2000, as I understand 
it. With regard to the Enron Online issue, that ceased operation in 
December 2001. With regard to the affiliate transactions issue, 
FERC already has rules in place there and apparently responded 
pretty promptly to those issues. 

With regard to California trading, obviously, that has been very 
controversial and there is probably enough blame to go around 
there, but everyone has to acknowledge FERC has limited author- 
ity with regard to that. It shares authority with regard to that and 
California would not allow long-term contracts, and everyone ac- 
knowledges that the State had a poor regulatory system. 

So looking at all of that, it makes me wonder what the proper 
role is. Obviously, there are some shortcomings there that need to 
be addressed, but it seems to me somewhat of a different category 
than some of these other agencies that have more direct responsi- 
bility with regard to the investigative efforts and ferreting these 
things out part of things. They could stand improvement. 

We can talk about improvement, and that is another irony of it. 
It seems to me like this ought to be a good news hearing. From at 
least one of the experts that the Majority has called, apparently, 
some very good things have happened under the FERC watch of 
this administration. The things that are of most concern with re- 
gard to FERC happened while on the watch of appointees of the 
prior administration. 

I am not the one to partisanize the effort, but the fact of the mat- 
ter is, up until now, when you think about FERC, most people’s 
minds immediately jump to the suggestions and accusations con- 
cerning one contact between Mr. Lay of Enron and a former mem- 
ber, a former chairman appointed by the Bush Administration to 
FERC. There was a letter by this Committee to Mr. Wood ques- 
tioning the ethical standards of FERC. There was a GAO investiga- 
tion with regard to that contact, a contact that, as I understand, 
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Mr. Hebert made, or Mr. Lay and Mr. Hebert had with counsel, 
general counsel sitting in the room with Mr. Hebert on his side of 
the telephone conversation, but we had a GAO investigation about 
that. 

And now, when I read the staff report that we are considering 
today, I see that we still have a section here, “Enron’s Effort to In- 
fluence the FERC.” Unfortunately, it is only with regard to Enron’s 
effort to influence the Bush appointees at FERC. It refers to docu- 
ments that have been obtained and refers to a PR and lobbying ef- 
fort campaign of Enron, which undoubtedly is true. It refers to a 
Republican lobbying firm that had been hired. It refers to efforts 
or support from Mr. Wood and Ms. Brownell, which, of course, sup- 
plies some modest taint to them. And then it concludes, it is dif- 
ficult to evaluate Enron’s far-reaching efforts on decisions made at 
FERC and leaves that hanging out there. 

But unfortunately, there is no reference to numerous contacts, 
several during the height of the California contracts, between 
Enron lobbyists and a current FERC commissioner who was ap- 
pointed by the prior administration. 

So I think to the extent that we can consider FERC, I think if 
you wanted to really get to the heart of decisions that were made 
that affected some of these problems, you would have more of the 
prior commissioners here to talk about it, quite frankly. Then we 
would be giving credit due to what is happening there. But if we 
want to really consider what we can do to make FERC stronger 
and better, I think that part of it is fine. 

But when you consider the history of all this and the continuing 
reference in the report, about five pages’ worth, of the implications 
of impropriety with regard to primarily one contact, I see, then we 
must put this in perspective as we go forward and try to make 
progress. Selective indignation is not going to work, and unfortu- 
nately, it overshadows some of the more positive aspects that we 
have been able to agree on and pursue together. 

Hopefully, as we go forward today, we can flesh some of these 
issues out and put things in a bit of perspective. Thank you, Mr. 
Chairman. 

Chairman Lieberman. Thanks, Senator Thompson. You have 
raised some fair questions. Look, I would say, overall, the interest 
of the — as I believe the staff investigation, and certainly my open- 
ing comments of what I drew from it, suggest, the staff was not 
given any directions to limit their inquiry to events that occurred 
after the change of administrations in January 2001. In fact, they 
were asked to go back and look at the whole history here and let 
the truth of the investigation fall where it fell. So, clearly, a lot of 
the behavior that is criticized occurred before, and by FERC, oc- 
curred before January 2001. 

Second, I hope and expect that Mr. Berick, who is our first wit- 
ness, will be able to respond to some of the specific questions you 
raised, or perhaps wait until you question him more specifically to 
respond to the suggestion about the one commissioner in contact 
with Enron. 

So at this point, I would like to go to David Berick. David is our 
first witness. He is a Senior Professional Staff Member on the Ma- 
jority staff. He will summarize the findings of the Majority staff in- 
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vestigation into FERC’s oversight of Enron. Because the investiga- 
tion covers a number of complicated issues, I suppose this is by 
way of warning, the staff testimony will be somewhat lengthy. But 
the importance of the subject definitely requires that. 

I will say for my part that I think the staff has done a very good 
job and performed the role of oversight that is uniquely this Com- 
mittee’s in a way that is not only impressive, but is productive. Of 
course, that is why we have the current commissioners here, not 
just to defend the past, because some of them were not there, but 
to talk about what is happening now and what we can do to make 
sure that the shortcomings that the staff investigation has seen are 
not repeated in government oversight of our critically important 
energy markets. 

Mr. Berick, I am going to ask you if you would please stand and 
raise your right hand. Do you solemnly swear that the testimony 
you will give the Committee today is the truth, the whole truth, 
and nothing but the truth, so help you, God? 

Mr. Berick. I do. 

Chairman Lieberman. Thank you. Please be seated, and the 
record will show that the witness has answered the question in the 
affirmative. Mr. Berick, please proceed. 

TESTIMONY OF DAVID M. BERICK , 1 PROFESSIONAL STAFF 

MEMBER, COMMITTEE ON GOVERNMENTAL AFFAIRS, U.S. 

SENATE 

Mr. Berick. Thank you, Mr. Chairman, Senator Thompson. 
What I will describe to you this morning, as briefly as I can, are 
the findings of the Majority staff inquiry into the Federal Energy 
Regulatory Commission’s oversight of the Enron Corporation. The 
findings I will highlight can be found in greater detail in the ac- 
companying staff memo being submitted in conjunction with to- 
day’s hearing, and I would ask that my written statement and the 
Majority staff memo be made part of the record. 2 

Chairman Lieberman. Without objection, so ordered. 

Mr. Berick. As you related this morning, Mr. Chairman, in Jan- 
uary, you directed us to initiate a broad investigation into the role 
of the Federal Government and private sector watchdogs in what 
was at the time the largest corporate bankruptcy in American his- 
tory. The purpose of the investigation was to determine whether, 
over a period of years, of the 10 years preceding Enron’s collapse, 
whether Federal regulators did their job correctly and took reason- 
able steps consistent with their missions and mandates to identify 
and, if possible, prevent the problems that led to Enron’s implosion. 

In investigating the role of FERC, the Federal Government’s lead 
energy regulator, the investigation identified four specific areas of 
concern, which you’ve identified this morning. These are Enron’s 
sale and repurchase of wind farms, activities related to Enron On- 
line, the electronic trading platform run by Enron, and transactions 
conducted between Enron and Enron-affiliated companies, and fi- 
nally, the role of Enron in the California power crisis. 


lr The prepared and supplemental statements of Mr. Berick appear in the Appendix on page 
74 and 93, respectively. 

2 The Governmental Affairs Committee Majority Staff Report appears in the Appendix on page 
219. 
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As you will see, the evidence in all four cases reveals a consistent 
pattern, that in the face of Enron’s tireless determination to game 
the system, FERC displayed a striking lack of determination to 
scrutinize the company’s activities, and this was not simply FERC 
becoming another victim of Enron’s misrepresentations. Rather, on 
a number of occasions, FERC was provided with sufficient informa- 
tion to raise suspicions of improper activities or had itself identified 
potential problems, but failed to follow through. 

In short, the record demonstrates a lack of vigilance on FERC’s 
part and a failure to structure the agency to meet the demands of 
the new market -based system that the agency itself has cham- 
pioned. While we do not know with certainty whether the disclo- 
sure of any of the individual activities I will highlight here today 
could have prevented Enron’s collapse, it seems highly likely that 
a more proactive, aggressive action by FERC would have limited 
some of the abuses that appear to have occurred, would have raised 
larger questions about Enron’s trading practices and other business 
activities and would have exposed at least some of the cracks in 
Enron’s foundation earlier. Perhaps scrutiny by a Federal agency 
would have also jolted the Enron Board of Directors and Enron 
itself into acting to change direction. At a minimum, we believe it 
would have alerted investors, analysts, and hopefully regulators of 
other regulatory agencies to look more closely at Enron. 

FERC had and continues to have jurisdiction over Enron Cor- 
poration’s many energy subsidiaries and activities. There were at 
least 24 electric, 15 gas pipeline, and 5 oil pipeline subsidiaries or 
affiliates of Enron subject to FERC regulation. Not surprisingly, 
then, FERC had thousands of contacts with Enron over the 10-year 
period examined by the Committee staff concerning Enron’s FERC- 
regulated subsidiaries and affiliates. 

In addition to these contacts with FERC, our investigation also 
uncovered evidence of an aggressive public relations and lobbying 
campaign that Enron undertook in 2000 and 2001 to defend its role 
in the power crisis in California and to seek to influence the com- 
position, policies, and practices of FERC, as well as to shape the 
debate over the California crisis. After all, Enron was heavily in- 
vested in the success of the deregulation of energy markets because 
it represented opportunities for Enron’s energy trading and energy 
services businesses, as well as new market opportunities in the 
United States and overseas. It was important to Enron, therefore, 
that the California crisis not be blamed on deregulation or on mar- 
ket systems or on individual market players, like Enron itself. 

The Majority staff has concluded that among the many Enron- 
related questions that came before FERC in recent years, four 
stand out as egregious and cautionary examples of regulatory fail- 
ure. In each case, despite ample opportunity and available informa- 
tion, FERC failed to answer, much less challenge, Enron’s behav- 
ior. It is likely that this passive regulatory stance enabled Enron 
to distort its financial condition, failed to protect energy consumers 
and the energy industry, and failed to prevent or mitigate the ulti- 
mate effects of the company’s collapse. 

The first area I would like to cover are the wind farms in Cali- 
fornia that the Chairman addressed earlier. In January 1997, 
Enron acquired a number of wind farm projects that were consid- 
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ered qualifying facilities, or QFs, under Federal law and were, 
therefore, eligible for special rate treatment. Shortly after the ac- 
quisition of these wind farms, in August 1997, Enron completed its 
acquisition of a public utility company located in Oregon, Portland 
General Electric. Under Federal law, however, projects that are 
given special status as qualifying facilities cannot be owned by a 
public utility or its holding company. This has been interpreted by 
FERC to mean that it cannot own more than 50 percent of a quali- 
fying facility. 

Thus, because Enron now owned a public utility company, the 
wind farm projects that it had purchased would no longer be eligi- 
ble for QF status. In order to maintain the QF status of the wind 
farms, Enron found it was necessary to divest itself of ownership 
in a number of these projects. In at least four cases, however, it 
appears that Enron did not truly divest itself of ownership, and, in 
fact, effectively retained the risks and benefits of ownership. 

FERC had the responsibility to certify that ownership require- 
ments and other pertinent requirements of QF status were met. 
Critical details of these apparently sham transactions were re- 
vealed to FERC, but FERC failed to adequately scrutinize these 
particular transactions and wound up agreeing with Enron that 
they, in fact, met the ownership requirement. 

Specifically, in 1997, Enron sold a 50 percent interest in each of 
three wind farm projects to a special purpose entity named RADR, 
allegedly set up by Chief Executive Officer Andrew Fastow and his 
deputy, Michael Kopper. In August, as discussed in the staff memo, 
Mr. Kopper pled guilty to wire fraud and conspiracy to commit 
money laundering, based in part on a scheme he and others alleg- 
edly devised to enrich themselves and enable Enron to maintain se- 
cret control over California wind farms while appearing to main- 
tain eligibility for QF status, and similar charges have now been 
filed against Mr. Fastow by the Justice Department. 

However, minutes of a May 1997 meeting of the Finance Com- 
mittee of Enron’s Board of Directors indicate that there was formal 
corporate consideration of the RADR transactions. The minutes in- 
dicate that although the arrangement was expected to satisfy 
FERC’s requirements for transfer of ownership, it was not “a sale 
for book purposes,” and that Enron, therefore, planned to continue 
to recognize revenues from the project. 

In addition, the minutes describe Enron’s right to repurchase the 
projects, noting that Enron would retain “a call option to repur- 
chase the assets in the future and sell in non-fire sale environ- 
ment,” an indication that the company saw itself as forced to divest 
its interest in the wind farms quickly because of its purchase of 
Portland General and was using the sales to RADR to temporarily 
park the projects until it could obtain a more lucrative financial re- 
turn. 

The minutes also reveal that Enron provided 97 percent of 
RADR’s initial capital by way of a loan from one of its subsidiaries 
and that Enron intended to indemnify RADR against future tax, 
environmental, and other liabilities. 

The nature of these wind farm transactions is further confirmed 
by a 2001 Price Waterhouse Coopers due diligence report, prepared 
in anticipation of another related Enron transaction, which notes 



12 


that because Enron “retained all the risks and rewards associated 
with the projects,” and retained an option to repurchase the shares, 
the wind farm deal was not treated as a sale and the revenue from 
the projects was accounted for as income from joint ventures. 

Information revealed to FERC in Enron’s formal applications for 
QF status should have, in our opinion, raised serious questions at 
FERC as to whether or not the wind farms’ ownership arrange- 
ments entitled them to this QF status. Among other things, 
Enron’s application stated that the company would loan RADR the 
money to purchase its interest in the wind farm projects, that an 
Enron affiliate would indemnify the owners of RADR for tax liabil- 
ities if the project was repurchased, that Enron would retain an op- 
tion to repurchase RADR’s interest in the projects, and that land 
for the facilities would be leased from an Enron affiliate and that 
the same Enron affiliate would receive fees for providing operation 
and maintenance service for the facilities. 

However, despite Enron offering up all this information, FERC 
appears either not to have understood or not to have tried to un- 
derstand the actual financial arrangements described to it by 
Enron and their implications, and it seems that this was not out 
of the ordinary for FERC’s review of QFs. 

A similar lack of scrutiny repeated itself in 2000 and 2001, when 
a number of the wind farm projects, including the three RADR 
projects, were reacquired by Enron and FERC once again was 
given the opportunity to review the transactions. However, in each 
of the repurchase agreements, Enron filed a self-recertification with 
FERC, informing it of the ownership changes and asserting that 
the facility, now majority or entirely owned by Enron, which was 
still then a utility holding company, should maintain its eligibility 
for QF status. Remember, Mr. Chairman, that the QF status is 
supposed to be granted only when facilities are not controlled by 
a public utility or its holding company. 

Two fundamental weaknesses in the regulatory system emerge. 
First of all, as a matter of policy, FERC never reviewed the RADR 
self-certifications, and to this day still never reviews self-certifi- 
cations for QF status no matter what the applications may say un- 
less an outside party raises an objection. Instead, FERC simply 
files them away as it did in the case of RADR. 

I want to note that these repurchase agreements and filings for 
RADR were not the only time that Enron took advantage of the 
weaknesses inherent in FERC’s self-certification system. In Novem- 
ber 1998, Enron self-certified a new ownership arrangement for an- 
other wind farm project known as Cabazon. In this case, Enron 
self-certified that it had transferred 50 percent ownership in the 
project to a nonprofit organization, The Nature Conservancy, with- 
in the meaning of FERC’s QF ownership requirements. 

In fact, Enron did not actually transfer an ownership interest. 
Rather, it only transferred a right to 50 percent of the net profits, 
a condition which did not actually meet the FERC ownership test. 
Indeed, The Nature Conservancy did not consider itself to have any 
ownership interest in the Cabazon project. However, because this 
ownership change was the subject of a self-certification, it was not 
reviewed or contested by FERC. 
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Second, Enron also took advantage of a regulatory black hole be- 
tween FERC and the Securities and Exchange Commission on the 
RADR repurchase transactions as well as other wind farm repur- 
chases. Enron told FERC in its self-recertification application that 
it was now eligible to own the wind farms because it had applied 
to the SEC, requesting a special exemption under the Public Utility 
Holding Company Act, which would permit it to retain QF status 
for the wind farms. 

It did have such an exemption pending at the SEC. The applica- 
tion remained pending, however, for 2 Y 2 years, and, in fact, the 
SEC is only now scheduling a hearing to consider the merits of the 
application. Meanwhile, from the moment the application was on 
file at the SEC, for FERC’s purposes, it was deemed to have been 
approved. The two agencies never communicated with each other 
about the substance of the application. Instead, FERC’s practice 
was and still is to treat a company’s good faith application to the 
SEC alone as sufficient for the company to qualify for this excep- 
tion. As a result, Enron got the benefits of the QF status and re- 
tains them to this day. 

The second area that the staff believed was significant was 
FERC’s review of Enron’s electronic trading platform, Enron On- 
line. In 1999, Enron Corporation played a leading role in a funda- 
mental shift in the way natural gas and electric power were traded 
by creating Enron Online, an Internet-based trading platform for 
natural gas and electric power. Online energy trading quickly be- 
came a significant portion of the energy trading market. In 2001, 
it was estimated to account for approximately 38 percent of natural 
gas and 17 percent of electric power marketed in the United States. 
Until Enron’s bankruptcy, Enron Online was widely acknowledged 
to be the leading platform for such trading. Enron, in turn, lauded 
itself for its trading capabilities and rapidly expanded the range of 
commodities it traded on Enron Online, from paper to broadband 
communications capacity. 

The public implications of this fast emerging energy trading 
method did not greatly interest FERC until May 2001. At that 
point, FERC’s general counsel initiated a staff-level inquiry into 
the status of electronic trading in the electric power and natural 
gas markets in general, and the role played by Enron in particular. 
FERC staff were asked to evaluate Enron Online’s dominant posi- 
tion in electronic trading in the energy industries and to determine 
whether that position might be exploited to manipulate prices and 
otherwise distort the energy market. 

A non-public report discussing these matters was completed on 
August 16, 2001. The report found that, unlike some online trading 
platforms which operate as third party many-to-many exchanges, 
matching willing buyers and sellers, Enron Online operated as a 
proprietary extension of Enron’s trading units, including entities 
regulated by FERC. In other words, in this so-called one-to-many 
exchange, an Enron trader was a party, either as a buyer or a sell- 
er, to every trade on Enron Online. Therefore, only Enron would 
know valuable information about the actual volumes and prices 
transacted on its trading platform and, of course, how the prices 
changed in any particular transaction were set, or how they com- 
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pared to those charged in other similar transactions, or even 
whether the transactions actually had occurred. 

The financial risks of all the trades conducted on Enron Online 
remained with Enron subsidiaries, and since Enron’s traders were 
a party to every trade, this risk was substantial. It also meant that 
the solvency of Enron as a whole was important to the viability of 
Enron Online and to Enron’s trading activities. 

With this observation in mind, the report asked whether finan- 
cial problems at Enron would threaten the energy markets. The re- 
port answered the question in two ways. First, it concluded that 
Enron did not have sufficient market share to disrupt the energy 
market if it failed. As we describe in our staff memorandum, this 
conclusion was based on a cursory analysis of the entire North 
American energy market rather than a more thorough attempt to 
scrutinize individual regional markets, which would have yielded a 
much more complex, and, we believe, a much more troubling, pic- 
ture. 

Second, the report concluded that, in any event, the chance of 
Enron failing financially was remote. The report provided little 
support for this conclusion and it has obviously been disproved over 
the last year. 

Finally, the report found that Enron Online gave a competitive 
advantage to Enron’s own trading units by reducing their trans- 
action costs, giving them wider access to the market, and providing 
them better market intelligence. But yet it concluded that there 
was no reason for concern. This conclusion also appeared the result 
of wishful thinking, and there is now evidence, described in an Au- 
gust 2002 FERC staff report concerning FERC’s own investigation 
of Enron and other participants in the Western energy market, 
that Enron, in fact, likely did exploit this advantage to manipulate 
prices, particularly in the California and Western markets. 

In short, though the FERC report identified a number of areas 
that could have and should have raised concerns with the Federal 
Government’s lead energy regulator, FERC staff concluded that 
there was no reason for concern and no cause for action. Quite sim- 
ply, FERC’s review was too cursory, settled for incomplete answers, 
drew the wrong conclusions, and the agency ultimately failed to fol- 
low up on the warning signs it did raise. 

Another troubling facet of the 2001 report is that it was not dis- 
tributed to any of FERC’s commissioners prior to or during Enron’s 
collapse to inform their decisionmaking with regard to this event. 
It is unclear at what point any of the information contained in the 
report may have been provided to the Commission. Thus, a report 
that might have served as a warning wound up being little more 
than a footnote in the story of Enron’s collapse. 

Another serious concern is that FERC did not initially even ad- 
dress the question of whether or not, and the extent to which, 
FERC and the Commodity Futures Trading Commission, both of 
which had some regulatory responsibility for energy trading, had 
jurisdiction over Enron Online and other similar electronic trading 
platforms. This was despite the fact that Enron and other similar 
systems were at the time expected to become the dominant way in 
which both electricity and natural gas were traded. 
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A FERC legal memorandum analyzing FERC’s jurisdiction over 
Enron Online and other electronic trading was to have been pre- 
pared in conjunction with the August 2001 report I mentioned ear- 
lier. This jurisdictional memorandum was not, however, completed 
until July 2002, after you, Chairman Lieberman, raised questions 
about it. This failure to address the agency’s jurisdictional authori- 
ties created yet another regulatory black hole, leaving any thor- 
ough scrutiny of Enron Online and other electronic trading plat- 
forms to languish. And as we discuss in the staff memo, there is 
indication at Enron that they believed that this trading platform, 
for all intents and purposes, was virtually unregulated. 

One final footnote about the 2001 Enron Online inquiry is that 
it also examined the issue of how pricing information from Enron 
Online might distort published price indices, such as those reported 
by trade publications like Natural Gas Intelligence and Gas Daily. 
The FERC staff noted that such indices were comprised of anec- 
dotal, unconfirmed information and that information provided from 
a source such as Enron Online could be subject to manipulation. 

At the time the staff was examining this very issue, the Commis- 
sion was promulgating its order on refunds for the California mar- 
ket, which included a methodology for determining baseline elec- 
tricity generation costs tied to these published price indices. The 
concerns expressed by the Enron Online inquiry staff concerning 
these indices were apparently never communicated to the commis- 
sioners considering the refund issue, nor was other relevant infor- 
mation compiled by the Office of the Chief Accountant concerning 
electricity generation costs in the California market. 

The significance of these failures is highlighted by the FERC 
staff s August 2002 report in its ongoing Enron investigation, which 
found that published price indices in the California market were 
unreliable and may have been distorted or even manipulated by 
data from Enron Online. The 2002 report recommends that, as a 
result, the Commission modify its California refund 

Chairman Lieberman. Mr. Berick, let me just interrupt you for 
a moment. In a few cases here, you have described FERC staff re- 
ports which were not communicated to or conveyed to the commis- 
sioners. Did you reach a conclusion about why that happened, why 
they were not transferred to the commissioners? 

Mr. Berick. Well, we didn’t reach a conclusion, Mr. Chairman. 
We tried to understand as best we could what happened, why this 
information was not passed on, and it just seems to have been a 
variety of factors, some that it was not deemed to be a priority. In 
other cases, it appears that there was a change in administration. 
The general counsel, who asked for the Enron Online investigation, 
and the Chairman that he worked for, Mr. Hebert, left the Com- 
mission at about the time that this was being completed and the 
ball was apparently simply not passed on to the incoming team. 

Chairman Lieberman. So you found no evidence that there was 
a decision by the staff to suppress their work. They just, for various 
reasons such as you have described, or perhaps just decisions that 
in hindsight by the bureaucracy don’t make sense, decided not to 
convey those reports to the commissioners. 

Mr. Berick. Right, but we concluded that there was important 
information that was relevant to deliberations that the Commission 
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had ongoing and it should have been communicated to the commis- 
sioners. It was something that should not have ended up on the 
shelf. 

Chairman Lieberman. OK. Please proceed. 

Mr. Berick. Our third area of review was Enron’s affiliated 
transactions. Obviously, whenever a company conducts trans- 
actions among its own affiliates, there may be cause for concern 
about fair dealing. One concern is that where one affiliate has cap- 
tive rate payers, a one-sided deal may impose financial burdens on 
those rate payers. Another concern obviously is that one affiliate 
may treat its sister affiliate with favoritism at the expense of other 
companies or customers, or in ways that are detrimental to the 
market as a whole. 

Based on our review, we concluded that the existing regulatory 
rules and tools in the hands of FERC proved inadequate to deter 
Enron, as the company now appears to have engaged in a number 
of inappropriate inter-affiliate transactions. 

Just one example are the loans of two of Enron’s pipelines ob- 
tained on behalf of the parent company, Enron, in November 2001. 
As Enron struggled to avoid bankruptcy, the company announced 
that J.P. Morgan Chase and Citigroup had committed to loan it a 
total of $1 billion. But the loans were actually made to two of 
Enron’s FERC-regulated interstate pipeline subsidiaries, Northern 
Natural Gas Company and Transwestern Pipeline Company, and 
were secured by assets of those pipeline companies. The vast ma- 
jority of these loan proceedings were subsequently transferred to 
Enron in the form of unsecured loans from the pipelines to their 
parent company. 

After Enron declared bankruptcy a few weeks later, the pipeline 
companies, which did not file for bankruptcy, were left to pay off 
the entire amount of the obligations to the banks, a matter of con- 
cern because, ordinarily, such costs would be passed on to shippers 
who use the pipelines and ultimately to natural gas customers. 

In this case and in other cases discussed in the staff memo, 
FERC is now investigating potential wrongdoing concerning 
Enron’s inter-affiliate transactions and seeking to strengthen some 
of the relevant accounting rules. However, it is troubling that the 
agency failed to address the broader policy question earlier. As 
parts of the energy markets have been deregulated under FERC’s 
watch and at FERC’s urging, the issue of transactions among a 
company’s affiliates have taken on increased importance. 

Until Enron’s collapse, however, FERC failed to adequately iden- 
tify such transactions, especially the financial transactions, and as 
in the case of the — or in the case of the transactions between mar- 
keting affiliates, like Portland General, traditional utilities, FERC’s 
regulations proved to be inadequate. Thus, it turns out that this is 
another area where the agency did not adequately anticipate prob- 
lems in the market that it was instrumental in constructing. 

The final area in which the Committee staff reviewed FERC’s 
oversight of Enron regards the company’s role in the California en- 
ergy crisis. As you will recall, severe energy shortages in California 
began in the spring of 2000, about 2 years after the State’s energy 
deregulation plan was put in place. The State’s investor-owned util- 
ities and regulators blamed the crisis on power sellers and market- 
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ers, who they said were unfairly manipulating the system to gin up 
profits. The power sellers and marketers, on the other hand, 
claimed that the flaws lay in the actual structure of the new Cali- 
fornia system and they, in turn, were the chief culprit for the crisis. 

However, FERC as far back as 1998 had received reports from 
energy experts in California raising concerns about the exercise of 
market power and began a staff investigation into the causes of the 
California crisis in the summer of 2000. The investigation reached 
what might be considered a curious conclusion, that power sellers 
had the potential to manipulate the power market, but that there 
was no evidence to indicate whether an individual company en- 
gaged in actual market abuse. The report concluded that identi- 
fying individual cases of market abuse would require further inves- 
tigation. 

Despite this initial report clearly articulating the potential for 
market abuse and the Commission’s own orders essentially agree- 
ing with that conclusion, it would take a full 15 months, until Feb- 
ruary 2002, after Enron’s collapse, for FERC to order a formal staff 
investigation into the market behavior of Enron and other indi- 
vidual companies. 

Even as FERC was avoiding the question of what individual com- 
panies were doing, Enron itself initiated an internal investigation 
into its own trading practices in California in October 2000 

Chairman Lieberman. Excuse me again. What motivated Enron 
to initiate that investigation of its own practices? 

Mr. Berick. They were concerned about the legal implications of 
those practices. They had received a subpoena from the California 
Public Utility Commission and there was concern about additional 
regulatory actions that would be taken — might be taken against 
them, and in terms of preparing for their own defense, they began 
to investigate the extent and characteristics of the trading practice 
that they had engaged in. 

Chairman Lieberman. OK. 

Mr. Berick. And that internal investigation would ultimately re- 
sult in a now well publicized memorandum that was produced in 
December 2000 which asked some searching questions about a 
range of strategies that Enron traders use, such as the so-called 
“Get Shorty,” “Death Star,” “Fat Boy,” “Ricochet” trading strate- 
gies, and it also discussed the sanction provisions of the California 
Independent System Operator Tariff. 

Unfortunately, as we discussed, Enron appears to have been 
more concerned about its own behavior than was the government’s 
leading energy regulator. As stated earlier, FERC itself did not 
begin to investigate these practices until more than a year later, 
after Enron’s collapse. 

In August 2002, that investigation — and again, I am referring to 
FERC’s ongoing Enron investigation — that investigation produced 
an interim report describing the manipulating trading practice that 
Enron traders allegedly engaged in. Those findings have, in fact, 
further prompted three formal FERC investigations into the behav- 
ior of individual companies, including Enron. 

More confirmation about what FERC may have found, had it 
been more vigilant and diligent, was revealed last month when 
Timothy Belden, who headed Enron’s Western trading desk, pled 
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guilty to a charge of conspiracy to commit wire fraud based on alle- 
gations that he and others at Enron engaged in trading strategies 
designed to manipulate energy markets in California from 1998 to 
2001 . 

The Committee Majority staff believes that the rules and regula- 
tions of a Federal agency such as FERC cannot effectively deter 
unreasonable market action if the agency fails to hold market par- 
ticipants accountable. It should not have taken Enron’s collapse to 
finally trigger FERC’s investigation of the role of Enron and other 
individual companies in the California energy crisis. 

In conclusion, Mr. Chairman, all four stories convey the same 
general message. The Federal Energy Regulatory Commission was 
a poor match for Enron’s efforts to subvert the spirit, if not the let- 
ter, of the regulatory system. FERC’s failure cannot be attributed 
simply to Enron’s aggressive public relations and lobbying cam- 
paigns or to the deviousness of its methods. 

In many cases, the Commission had specific and sufficient infor- 
mation that should have raised suspicions about improper behavior 
on Enron’s part. In other cases, FERC recognized potential prob- 
lems, but through poor management or poor internal communica- 
tion or sheer lack of will, never followed its suspicions through to 
their logical ends. Even after Enron declared bankruptcy, FERC 
dragged its feet, for example, in the case of the wind farms, and 
failed to step into the breach, reinforcing a pattern of performing 
too little, too late. 

To be fair, FERC has taken some tentative steps to remedy this 
unacceptable state of affairs, such as creating a new Office of Mar- 
ket Oversight and Investigation. But simply rearranging the bu- 
reaucracy is not sufficient. FERC must work in concert with other 
regulatory agencies. It must request and be given sufficient re- 
sources to monitor and police the marketplace. And it must be 
more cognizant of what goes on under its own regulatory roof. 

But most importantly, FERC must reorient itself to a changed 
and increasingly complex regulatory environment, an environment 
that FERC itself has fostered but failed to adapt to. Had FERC 
proven more aggressive on any one of the fronts I have described 
in my testimony today, it might have unearthed Enron’s abuses 
sooner, perhaps mitigating the company’s collapse, protecting con- 
sumers from hardships, and competitors from Enron’s alleged mar- 
ket manipulations. Instead, through a striking lack of vigilance, 
FERC abdicated many of its core responsibilities as a Federal regu- 
lator. 

Thank you, and I look forward to answering your questions and 
Senator Thompson’s questions. 

Chairman Lieberman. Thank you very much, Mr. Berick. I 
thank not only you, but all the members of the staff who worked 
so hard over a long period of time to assemble the information and 
reach the conclusions that you have presented to us this morning 
on their behalf and yours. 

I am going to go to the end and then go back to the beginning. 
Let me ask you this, and this goes to the broader question I dis- 
cussed in my opening statement about what is the role or necessity 
of Federal oversight in a deregulated energy market environment. 
As I said, I reached the conclusion that you can’t just say, OK, 
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FERC is not going to set the prices after an administrative process, 
wholesale prices of energy anymore, go out and let the market 
reach the right conclusion, because as we see here in your testi- 
mony, in your report, private parties, human nature unfortunately 
being what it is, particularly in a very increasingly sophisticated 
climate with Enron Online and all the rest, will seek advantage for 
themselves and there will be consequences that can, as they were 
in this case, be disastrous, particularly for Western American en- 
ergy markets and billions of extra dollars that consumers, includ- 
ing business consumers, obviously, had to pay. 

In your conclusion, you talk about the importance of more ag- 
gressive implementation of regulatory oversight authority that 
FERC has and the need, I think, for additional staff, dedication of 
FERC staff to these matters. Is there any need for additional law 
here, or do you think that the law, as it exists, gives the Federal 
Energy Regulatory Commission the authority it needs to protect 
the energy markets in a deregulated environment, it is just that 
they didn’t use the power they had? 

Mr. Berick. Well, I think they did not use the authority that 
they had. That doesn’t mean that they couldn’t benefit from en- 
hanced authority, and in FERC’s testimony today, they asked for 
additional authority for criminal and civil penalties under their or- 
ganic statutes, the Natural Gas Act, Federal Power Act, to try to 
expand the range of regulatory tools that they have. This was 
something that was also a recommendation in the General Ac- 
counting Office report that was prepared for you, again, suggesting 
that they have a significant amount of authority today, but they 
could, in fact, benefit from some additional enhancements and ex- 
pansions of that authority. 

Chairman Lieberman. I take it you would agree with that re- 
quest that the Commission will make today, and I agree with it 
also, but it also highlights the fact that we are asking, based on 
the work that was done, the investigation and the report, that 
FERC not only have oversight but enforcement authority when the 
rules of the road are violated, is that correct? 

Mr. Berick. Yes. One of our basic conclusions here is that 
FERC’s role is fundamentally changing, and I think FERC has ac- 
knowledged this, but has not been able to deliver on the need to 
change the way it approaches its role from one of being a rate set- 
ter to a market overseer. I mean, it is endemic to the restructuring 
of the regulatory process and FERC is now no longer in the process 
of setting rates. They are now in the process of overseeing the mar- 
ket and the behavior of participants in that market. And con- 
sequently, they have to change their view and their institutional 
structure to better deal with that challenge. 

Chairman Lieberman. And part of that is to have the authority 
to take action — to initiate action, civil and criminal, against those 
who are not playing fair, is that correct? 

Mr. Berick. Yes, but they have other authorities which they can 
use, such as denying the ability of a company to have market-based 
rate authority. Again, it is a fairly, maybe draconian or overly dra- 
conian measure, and that is why they are requesting this addi- 
tional expansion. But there are tools that they have and there is 
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authority that they have to take action against companies that ma- 
nipulate or abuse the market or operate unfairly in the market. 

Chairman Lieberman. OK. Let me go back to some questions 
that were raised in earlier parts of your testimony, which covered 
a number of issues — wind farms, the Western energy market crisis, 
Enron Online — but a central and very troubling point from your 
testimony is that FERC had direct oversight of a number of 
Enron’s activities that now appear to have been at least improper, 
and in some cases illegal. 

The fact is that Mr. Kopper of Enron has now pleaded guilty to 
criminal and civil fraud with regard to the wind farm transactions 
that you have described. Mr. Belden, the head energy trader in the 
Western region for Enron, has also now pleaded guilty to a Federal 
criminal charge in connection with trading practices in the Cali- 
fornia market, which had disastrous consequences for that market. 

Am I correct that you are saying that FERC had a direct regu- 
latory role in these areas which might have prevented some of the 
abuses from occurring that have now been acknowledged by Mr. 
Kopper and Mr. Belden? 

Mr. Berick. Precisely. That is, I think in some ways, one of the 
most troubling aspects of the investigation that we did, was that 
FERC looked, for example, in the wind farm issue, specifically at 
the ownership issue. That was the principal purpose of the reviews 
that they conducted of all three wind farm transactions, was to 
look at whether or not these transactions met the ownership test, 
which was that they could not be owned more than 50 percent by 
Enron. They looked specifically at that issue. 

Regardless of whether or not we can have expected FERC to 
have caught all of the fraudulent activities that Mr. Fastow or Mr. 
Kopper are alleged to have engaged in, we have, and we cite this 
in the staff memo, we have the internal Finance Committee min- 
utes that indicate that, in fact, this was a corporate decision to 
structure these transactions this way. 

So our point is that if FERC had probed, there would have been 
something to find, even within the official corporate records, irre- 
spective of the ultimate frauds that may have been committed. 

Chairman Lieberman. In the wind farms case, I referred in my 
opening statement to a regulatory gap between FERC and the 
SEC. Is it fair to say that you concluded and the staff concluded 
that Enron skillfully took advantage of that gap? 

Mr. Berick. Precisely. They knew that FERC would consider — 
well, they knew that because they were using the self-certification 
process that it was something that would not receive, or was not 
likely to receive actual review, and they approached the SEC in 
such a way that they did not expect the SEC to actually act on the 
application. So they very carefully took advantage of the sort of 
regulatory black hole, the regulatory gap that existed between the 
two agencies. 

The fact that it was allowed to go on for 2 'A years just simply 
speaks to how extensive and continuing that gap was, because the 
two agencies never discussed this issue, not just with regard to 
these particular applications, but they never discussed this issue in 
a generic way to make sure that, in fact, as people, as companies 
like Enron were making applications to the SEC that might have 
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been relevant to proceedings underway or decisions that needed to 
be made at the FERC, that they were in coordination with one an- 
other. So it was not done specifically and it was not done generi- 
cally. 

Chairman Lieberman. Let me finally in this round just deal 
briefly with another regulatory vacuum that Enron seems to have 
been able to exploit, which was with regard to Enron Online, the 
Internet-based commodity trading system. We have the issue of 
whether FERC can regulate Enron Online and should have, and 
second, we have the question of whether the CFTC also had regu- 
latory jurisdiction over Enron Online and what the two agencies do 
or don’t do to resolve that issue, which I presume is still an issue. 
I wonder if you could briefly address that question. 

Mr. Berick. Well, as I mention in my testimony, Enron consid- 
ered, at least some at Enron considered Enron Online to be vir- 
tually unregulated because of this sort of regulatory gap. FERC 
had never asserted jurisdiction over these trading platforms, even 
though they had been in place for quite a while. As I mentioned, 
Enron Online was created in 1999. We don’t see FERC actually 
even beginning to look at the question of its jurisdiction or the im- 
plications of these trading platforms until May 2001, and then they 
never actually resolved the issue of their own jurisdiction and how 
it might interact with those of another agency, in particular, the 
Commodity Futures Trading Commission. The memorandum was 
just never completed until the question was raised by this Com- 
mittee. 

Chairman Lieberman. And as your testimony indicated, in the 
meantime, Enron not only set up the system, but was using it and 
in that sense was gaining advantages. It was gaming the system 
that it had created in the absence of any oversight of that system, 
correct? 

Mr. Berick. That is correct, and again, what is striking is the 
findings in the August 2002 FERC staff report 

Chairman Lieberman. Right. 

Mr. Berick [continuing]. Which concludes that, in fact, the very 
nature of Enron Online, how it was structured, the one-to-many 
type of structure that allowed only Enron to actually know what 
was being traded on that system, was likely to have been used by 
Enron to manipulate prices in the California market. 

Chairman Lieberman. OK. I have used up my time on the first 
round. It is a very disquieting picture of a system that has 
changed, gone to deregulation, and the private sector players, in- 
cluding Enron, just seemed to be so far ahead of those who are sup- 
posed to be protecting the rest of us that they gamed the system, 
with disastrous effects for consumers, investors, and employees of 
a lot of companies, and for the economy of the Western part of our 
country. So there are some very striking lessons I hope we will 
learn, and together go on to try to act in a way that prevents any 
such gaming from occurring again. 

Senator Thompson. 

Senator Thompson. Thank you very much, Mr. Chairman. 

Mr. Berick, over what period of time did the wind farm trans- 
actions take place? 
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Mr. Berick. They occurred in 1997, were the initial sales to 
RADR, and the repurchases were in 2000. 

Senator Thompson. I beg your pardon? 

Mr. Berick. The repurchases occurred in 2000. The initial sales 
were in 1997. 

Senator Thompson. All right. And with regard to Enron Online, 
you mentioned that it started up in 1999? 

Mr. Berick. That is correct. 

Senator Thompson. And was first looked at by the Commission 
in May 1999 — I am sorry, May of 

Mr. Berick. May 2001. 

Senator Thompson. OK. And with regard to the California trad- 
ing and marketing abuses, the California electricity supply crisis 
apparently began in May 2000, and in June 2000, California suf- 
fered its largest planned blackout since World War II, is that cor- 
rect? 

Mr. Berick. Yes, sir. 

Senator Thompson. All right, sir. So with regard to the situation 
that Mr. Wood and others came into, you call in your report recent 
initiatives by the FERC as tentative. You say the newly-created 
Office of Oversight and Investigation is nothing more than rear- 
ranging the bureaucracy. In contrast, Mr. Joskow, one of your ex- 
pert witnesses, I might add, has said he is very pleased that this 
office was created and that the office is off to a good start. 

I will give you a two-part question. The other part is that no- 
where in your statement do you refer to one of FERC’s most visible 
recent reforms, and that is the standard market design rule- 
making. Mr. Joskow, in his statement, calls this a courageous re- 
form effort, intended to facilitate market competition and improve 
performance. 

So apparently the issue here is whether or not you are really giv- 
ing appropriate credit to Mr. Wood and FERC as it is currently 
constituted with regard to its overall performance, and specifically 
with regard to the Office of Oversight and Investigations and the 
standard market design rulemaking. Would you comment on that? 

Mr. Berick. Certainly. Obviously, it is too early to tell how well 
the Office of Market Oversight is going to perform, since it is just 
now being established. We did look, with the help of the Congres- 
sional Research Service, at sort of the resources and staffing that 
office was being given by FERC and it raised some fundamental 
concerns with us. 

Less than 10 percent of the agency’s FTEs are going to be in that 
office. 

Chairman Lieberman. Why don’t you define FTEs for the record. 

Mr. Berick. Full-time equivalent. That is essentially one indi- 
vidual working full time. 

Less than 10 percent of FERC’s FTEs are going to be assigned 
to that office, and even if we give FERC the benefit of the doubt 
and concede that all 250 FTEs that are identified in its budget re- 
quest as having something to do with enforcement and market 
oversight are included, so we are essentially giving credit for more 
than double the number of people actually in that office, that num- 
ber is still significantly less. It is less than 20 percent. 
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And if we compare that to other Federal agencies that engage in 
similar types of activities, the Commodity Futures Trading Com- 
mission, the FCC, we find that those agencies have significantly 
larger resource commitments, both in terms of FTEs and in terms 
of dollars. So while it seems to be a step in the right direction, it 
seems to be too small a step in the right direction. 

And the other thing that we would observe, and this is sort of 
fundamental to the staff investigation, is that there are a range of 
activities which we have discussed — the wind farms, for example — 
that are not going to be fixed by the new office. They are regulatory 
responsibilities that FERC has. Another example would be the 
inter-affiliate transactions, the holding company transactions, 
which are not going to be fixed or addressed by this new office. 

So our point is twofold. The steps that they appear to be taking 
seem to be too small, and that the steps that they are taking are 
not broad enough to encompass the range of regulatory short- 
comings that we identified in the investigation. 

Senator Thompson. So you are concerned about the allocation of 
resources, and I understand the issue. I think you may find your- 
self in the minority with regard to the witnesses here today on that 
issue, but we have had bigger disagreements on this Committee 
than one as to whether or not there are sufficient resources alloca- 
tion. 

Chairman Lieberman. I got kind of uneasy when you said, “you 
may find yourself in the minority.” [Laughter.] 

Senator Thompson. Some of us 

Chairman Lieberman. Until I heard you conclude that question. 

Senator Thompson. Some of us almost certainly will, yes. 
[Laughter.] 

But on another subject, how do you view the Commission’s deci- 
sion back on December 15, 2000, FERC’s order? In an effort to rem- 
edy the California dysfunctions, as a part of the order, FERC re- 
jected wholesale rate caps in California. A lot of people consider 
that a significant action and not enough, insufficient, all of that. 
Did your analysis encompass that and what do you think about it? 

Mr. Berick. We didn’t really look at that issue. It was obviously 
an issue that we covered fairly extensively last year in the Commit- 
tee’s hearings on the California energy crisis. This would have been 
last June, in 2001. We had two hearings on this issue and we did 
not spend a significant amount of time on it in this review, other 
than to acknowledge that, in fact, the Commission had made that 
decision and that it did raise the question as to whether or not — 
we raised the question as to whether or not that was sufficient. 

Senator Thompson. Mr. Berick, I think, in looking at your report 
here, you have done a lot of good work, thorough in many respects. 
I think there is a question as to whether or not you are giving suf- 
ficient credit due and whether you are placing blame where that 
is due. We have spent an awful lot of time with regard to FERC, 
and you heard my opening statement, including a GAO investiga- 
tion about a contact that a former FERC commissioner had with 
a representative of Enron. Of course, the dates speak for them- 
selves. Quite clearly, a lot of these problems, or most of these prob- 
lems started — all of these problems, I guess you might say, started 
during the prior administration. We can argue whether or not the 
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new people who really had a majority on the Commission, accord- 
ing to my notes here, only on June 14, 2001. 

But more specifically than that, and it goes to the fairness of 
your assessment here, is the fact that when we got to looking 
through the documents here that were subpoenaed or gathered by 
the Majority, it appears that there were several contacts between 
Enron lobbyists and Commissioner Breathitt that were not referred 
to in any way, and you spent quite a bit of time, once again, remi- 
niscent of prior hearings and prior actions of this Committee, about 
five pages on Enron’s efforts to influence FERC, but nowhere are 
those contacts mentioned. 

You do mention Enron’s lobbying campaign, and clearly they did 
lobby. Clearly, they did whatever they felt like they could do and 
get away with. You mentioned, of course, again, that Lay met with 
various individuals. You mentioned that they met with members of 
the Clinton Administration, but in the context of discussing an 
open meeting, discussing the current crisis in California and what 
to do about it, and I assume there were many people in that meet- 
ing, but you mentioned their lobbying-public relations campaign de- 
signed to indirectly influence the outcome of FERC’s decision- 
making with regard to California. 

So if the issue is whether or not Enron was influencing FERC’s 
decisionmaking, that is very precise. I must ask whether or not you 
have been fair in your assessment here. You mention Enron’s cor- 
porate head of government affairs, with the assistance of a Wash- 
ington, DC, lobbying firm. You mention the firm. It is a Republican 
lobbying firm. 

You mentioned its effort to strongly support Pat Wood as chair- 
man, and also Ms. Brownell. Of course, now they have to deal with 
that. Mr. Lay called Karl Rove to express support for Ms. Brownell, 
talking about their nominations further. Mr. Skilling met with Sec- 
retary O’Neill, Ken Lay, Linda Robertson, a 30-minute meeting 
with the Vice President, Larry Lindsey apparently somewhere 
along the line. 

You say it is difficult to evaluate the impact of Enron’s far-reach- 
ing efforts to influence decisionmaking at FERC, and unless we are 
missing something here, when staff went through the records, it 
appears that there were 46 contacts, most of them telephone con- 
ferences, between lobbyists for FERC and Commissioner Breathitt 
from August 2000. Of course, we know the California blackout was 
in June 2000. From August 2000 through December 2001. Were 
you aware of those contacts? 

Mr. Berick. Yes, we were, Senator Thompson. As you know, we 
asked FERC for all of their contacts, all of the agency’s contacts, 
staff contacts and commissioner contacts, and there were, you 
know, hundreds of pages of just identification of individual con- 
tacts. 

What we tried to focus on in the contacts you are referring to are 
contacts related to the California energy crisis. There were lots of 
other issues. There were issues on deregulation of the market, and 
the establishment of regional transmission organizations. There 
were lots of other issues before FERC that Enron had interest in 
and that, obviously, commissioners spanning many years had com- 
munications with. 
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Where we devoted our effort was to the specific issue of the Cali- 
fornia market, because that is where there was the greatest con- 
cern about whether or not Enron had manipulated that market, 
and we were also struck by the scope of Enron’s efforts to shape 
the debate of both FERC and the influences on FERC for resolving 
that issue. There was really a very pronounced 

Senator Thompson. Let me make a couple of observations. How 
can you tell from looking at a document whether or not California 
was at issue when that conversation took place, when that con- 
versation, that conference call, whatever it is, is at the height of 
the California crisis, and it is between an Enron lobbyist and a 
member of the Commission? Why would you assume, on the one 
hand, that one commissioner’s conversation would not have to do 
with California, and on the other hand, some member of the Bush 
Administration’s conversation would have to do with California? 

Mr. Berick. Well, we went on the documentation that was pro- 
vided. We did not interview any of the commissioners on any of 
their contacts. We went on the basis of the documentation that was 
provided to us, and we did go back. We did ask for documentation 
from former commissioners who are no longer on the Commission. 
FERC was very good about helping us go back and get additional 
information from past commissioners. We went on the basis of the 
information that was provided to us in the documents. 

Senator Thompson. But the issue, according to your report here, 
the fact that they had a public relations campaign designed to di- 
rectly or indirectly influence the outcome of FERC’s decisionmaking 
with regard to California assumed that their support of Pat Wood 
only had to do with California, because it is in here. Enron’s sup- 
port of Ms. Brownell was a California issue? It is in here. 

Mr. Berick. If I may, Senator, it is 

Senator Thompson. Yes, one more point and then I will let you 
respond. You have testified that your concern with Enron goes back 
a number of years, and that you had concern concerning the wind 
farms transaction. You had concerns concerning Enron Online 
transactions. You had affiliate transactions concerns. And then you 
had the California situation. 

When it comes to contact with commissioners, then, why would 
you only focus on the California aspect? Was it because of the fact 
that some members of the current administration, or Mr. Hebert, 
who was disappointed, had a one-time contact apparently with Mr. 
Lay? Was that the reason that you focused in on the California as- 
pect of the four areas of concern? That is the only area of pursuit 
that is the subject of your report here, about five pages, when all 
the time, the issue was how the Commission was being affected or 
how Enron was trying to affect the Commission and there is clearly 
more than one commissioner. 

Mr. Berick. The Enron documentation on California is fairly ex- 
plicit about the fact that they were very concerned about the impli- 
cations for energy deregulation and for the future of that part of 
their business with regard to California, and the documentation is 
very explicit about the fact that they viewed FERC as being central 
to resolving that crisis. And they also make it clear — again, this is 
Enron making it clear — that the membership of the Commission 
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was a very important element to them in terms of making this 
problem, this political problem, go away. 

Senator Thompson. Well, then by that same token, when you 
have got a California crisis that certainly goes from May 2000 until 
the end of that year — we all remember December 15, when FERC 
rejected wholesale cap rates, which some people interpreted as a 
pro-Enron decision by the Commission — you have that crisis brew- 
ing all this time and you have records in your file showing numer- 
ous meetings between Enron lobbyists and Commissioner 
Breathitt. 

I think the proper way to handle this is wait until Commissioner 
Breathitt has an opportunity to address these sheets. But May, Au- 
gust 23 and 24; September 7, 15, 28, 29, and 30; October 18, 19, 
26, 30, and 31; November 7, 16, 27, and 28; December 4, 5, and 
8; all these are in your file and in your record, Mr. Berick. 

I think in view of the fact that we have spent so much time, in- 
cluding letters and GAO investigations of criminal activity and ev- 
erything else with regard to Mr. Hebert’s telephone conversation he 
had with Ken Lay and the issue of Ken Lay’s support for his chair- 
manship, let us just assume for the moment you were only con- 
cerned about California with regard to the Commission. I find it 
difficult to understand why you wouldn’t in your report, since you 
are dealing specifically with that issue, why you wouldn’t in your 
report mention that fact. Were you aware? 

I understand you had a lot of information and you are focusing 
on specific things, and I am not necessarily saying that you were 
attempting to skew the results here. I do question your fairness in 
the way you treated this. In retrospect, don’t you think it would 
have been better to deal with this on more of an even basis? If you 
are going to mention contacts with the administration, or even 
more relevant, contacts with the Commission, should these not 
have been referred to in your report also, in view of the long his- 
tory that we have had, this Committee has had, with FERC and 
questions of undue influence and things of that nature? 

Mr. Berick. Senator, I guess I am going to repeat what I said 
before, is that there were, as you know, voluminous documentation 
of contacts. There were many contacts with current commissioners, 
former commissioners, on a variety of subjects. There are a lot of 
other areas that we could have pursued in the investigation and 
which we did pursue in the investigation. But at the end of the 
day, we based our analysis on the documentation that was provided 
to us. 

Senator Thompson. We also had documentation — excuse me. 

Mr. Berick. I am sorry. 

Senator Thompson. No, go ahead and finish if you want to. I 
started to say, we also have — and I am not implying that there was 
anything wrong with these contacts any more than I would have 
suggested there was anything wrong with Mr. Hebert’s contact. But 
he had to undergo a criminal investigation because of his one con- 
tact. I am just talking about what has been in the press and what 
people have been subjected to for all of this time and questions of 
a level playing field, and it pours over into the rest of your report, 
unfortunately, and the question as to whether or not you are giving 
due credit for what is happening now. 
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We have records here in the file also from the law firm that rep- 
resented Enron, and apparently, it is Ms. Breathitt’s father’s law 
firm that represented Enron and partners in that firm, along with 
Enron in-house lobbyists, with these numerous meetings and they 
were paid hundreds of thousands of dollars, apparently, including 
Johnny Hayes, who was with the TVA and then during most of 
when this was going on was the treasurer for the Gore campaign. 

I mean, it is hard — this is my last day on the Committee. This 
is not what I wanted to be doing my last day. But as I say, some 
days you have got to play the hand that is dealt you and we can’t 
not recognize what is sitting in the living room. 

Were you aware of what I just said? It is in your records, in your 
files. 

Mr. Berick. We had — yes 

Senator Thompson. We have no independent subpoena power or 
authority. These are all Committee records 

Mr. Berick. Yes, sir 

Senator Thompson [continuing]. In the Majority’s possession 
where we had to go to look through them. Were you aware of these 
things? 

Mr. Berick. Yes. We have the documents, and I have reviewed 
those documents. 

Senator Thompson. You just didn’t consider them to be relevant 
for your purposes? 

Mr. Berick. Didn’t consider them relevant to the California issue 
that we were examining. There are, again, many issues, including 
an issue you discussed this morning about the Hebert-Ken Lay con- 
tacts. As you have observed, the Committee did ask the general — 
actually, the Committee did not. At that time, it was Senator 
Lieberman on his own behalf asking for that investigation. We did 
not pursue that issue in this staff memorandum and in this staff 
investigation. 

Senator Thompson. Well, I appreciate 

Mr. Berick. We could have raised that issue, but we didn’t. We 
focused on particular areas that we believed had important policy 
relevance to the Commission and its behavior and to very signifi- 
cant questions involving the energy markets and 

Senator Thompson. Do you think the Quinn, Gillespie lobbying 
firm had more impact on those policy issues than Commissioner 
Breathitt did? 

Mr. Berick. What we say in the memo is where we came out on 
this, which was it is clear that Enron engaged in a very extensive 
campaign to influence deliberations by the Commission directly 
and indirectly on the California issue. 

Senator Thompson. Well, I think we are 

Mr. Berick. At the end of the day, we have acknowledged that 
the Commission, in adopting the price caps in June 2001, took a 
position contrary to what Enron stated its position was. But the 
facts 

Senator Thompson. But on December 15, 2000, it didn’t take a 
position that it was totally contrary to what Enron wanted. Decem- 
ber 15, rejecting wholesale rate caps. 

My only point is, and I think you are making my point, Mr. 
Berick, in what you just said. You say in your report it is difficult 
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to evaluate the impact of Enron’s far-reaching efforts in decision- 
making with FERC. I am totally at ease with the notion that 
Enron did whatever it could wherever it could, and I am not sug- 
gesting that there is necessarily anything improper. Unfortunately, 
I come across the names of people I know here, some of these 
Enron lobbyists, lawyers, friends of mine. At least they were until 
today when they hear about this hearing. [Laughter.] 

But it is there. It is in the records, it is in the files, and I felt 
compelled to raise the issue with you. But as I say, you have made 
a very extensive report, and I think for the most part, made a valu- 
able contribution with most of this report. 

Thank you very much, Mr. Chairman. 

Chairman Lieberman. Thanks, Senator Thompson. 

Let me just do a few follow-ups. The first, I suppose, I should say 
in defense of the Quinn, Gillespie firm, that it is not a Republican 
firm but, for better or worse, a bipartisan firm. Mr. Quinn would 
probably want to assert his strong Democratic lineage. 

The second is that this is the first that I have heard of this ques- 
tion of the law firm, which I gather Commissioner Breathitt’s fa- 
ther has some part in. I was troubled when you mentioned at the 
start of the hearing you were going to bring it up, that I hadn’t 
heard about it. 

I have heard Mr. Berick’s answers. I actually asked my staff 
about it back here and they went out and did a — with the options 
that the modern world provides — a NEXIS search and find a num- 
ber of news stories at the end of October of this year, including, not 
surprisingly, from some newspapers in Tennessee because of the 
presence of the two people in the firm in Tennessee about this mat- 
ter that they were lobbying on behalf of Enron and did have com- 
munication with Commissioner Breathitt. I regret that I didn’t 
know about that before, but has, I gather, been a matter of public 
record, and, of course, all the documents that the staff, the Major- 
ity subpoenaed were shared with the Minority staff, as well. 

I just want to give you the opportunity, Mr. Berick, and I think 
I understand what you are saying, that the contacts with this firm, 
which I gather from Senator Thompson and I communicating infor- 
mally up here is a Louisville-based firm 

Senator Thompson. I think so. 

Chairman Lieberman [continuing]. But has some connection to 
these two folks from Tennessee. 

Senator Thompson. They have offices in Nashville. 

Chairman Lieberman. This firm didn’t jump out at you and its 
contacts with Commissioner Breathitt didn’t jump out at you be- 
cause the information that we subpoenaed and got showed a very 
significant number of, I presume, law firms and other lobbyists 
having contact with all the FERC commissioners on Enron’s behalf. 
Am I hearing your explanation correctly? I understand that is part 
of it, and the other part of it is that you were focused on the Cali- 
fornia energy transactions and didn’t see any connection between 
this context and that matter. 

Mr. Berick. First of all, Mr. Chairman, there were, again, volu- 
minous contacts. I hope you will forgive me for this, but Bill 
Massey’s declaration of the number of contacts he had with Enron 
goes on for several pages in the documentation he reported to us. 
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Again, it doesn’t mean that there weren’t contacts. There were a 
number of contacts that both current commissioners and former 
commissioners had with Enron. We did not pursue all those be- 
cause they did not appear to us to be significant issues related to 
anything that went to the heart of Enron’s corporate activities and 
Enron’s collapse, which was where we tried to go with this hearing. 

What activities that FERC engaged in or that Enron engaged in 
were related to Enron and Enron’s collapse and what we could do 
to make sure that, as you said in your opening statement, we didn’t 
find ourselves in a similar situation with the collapse of the largest 
energy trader, seventh largest corporation in the United States? 
What kinds of lessons should we learn here? 

The particular matter that Senator Thompson has raised with 
the law firm, as I understand the record, involved an Enron dis- 
pute with Tennessee Valley Authority over some power contracts, 
and at the time, again, it didn’t — at the time then, at the time now, 
it wasn’t really at the heart of the kinds of policy issues that we 
felt were critical to examining. We could have. We could go back 
to those issues. 

There were many issues that came up in this investigation which 
we could have pursued, but the selection we made was based upon 
those that we felt were relevant to the future of the way in which 
these markets are regulated and that is how we made the decision 
of which issues to pursue and which issues not to pursue. 

Chairman Lieberman. So your understanding, and again, we 
should save most of these questions for Commissioner Breathitt to 
answer, but your understanding from the documents obtained 
under subpoena was that the matter that the Louisville and Nash- 
ville offices of this particular firm was discussing with the FERC 
had to do with the TVA, is that correct? 

Mr. Berick. Yes. 

Chairman Lieberman. OK. And just to clarify, and I don’t know 
if you could put a number on it. I presume that in the documents 
the staff went over, can you put any number on — did all of the 
Enron commissioners during the period you investigated — were all 
of them contacted by lobbyists, individually by lobbyists on behalf 
of Enron? 

Mr. Berick. I don’t know. I would have to say many commis- 
sioners reported contacts with Enron in one form or another, either 
direct contacts or meetings involving industry associations or those 
kinds of things, workshops, industry conferences 

Chairman Lieberman. Right. 

Mr. Berick. I have no idea how many total we are talking about, 
because we went back 10 years. We went back to all the commis- 
sioners. 

Chairman Lieberman. So you would say most of them had con- 
tacts with Enron lobbyists? 

Mr. Berick. Or with Enron. Not just through lobbyists 

Chairman Lieberman. Or with Enron directly? 

Mr. Berick [continuing]. But with Enron itself or representatives 
of Enron. 

Chairman Lieberman. And just to understand why you didn’t 
focus on Commissioner Breathitt and her contacts, but you tell me 
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and we will review this internally, were her contacts more numer- 
ous than other commissioners, do you recall? 

Mr. Berick. No, they weren’t. 

Chairman Lieberman. They were not? Her contacts with people 
on behalf of Enron were not more numerous than the contacts that 
other FERC commissioners had? 

Mr. Berick. No, they weren’t. 

Chairman Lieberman. I don’t have any further questions. I am 
inclined to go on to the next panel, unless you would like to 

Senator Thompson. No, Mr. Chairman, I think I must follow up 
a bit. Maybe we ought to ask the question more precisely. Were 
there any other commissioners who had that level of contact with 
Enron lobbyists through 2000 and 2001, because as you said, you 
went back and asked for contacts over a 10-year period. If the point 
is that there are other — during the focus of your investigation, 
which I understand is 2000 and 2001, basically, there are other 
commissioners with other contacts, we should be talking about 
them, too. We should not be singling out one commissioner. 

This is just the information that we had. We started out with the 
information that the commissioners themselves provided for us, 
and at least I am not aware of anywhere near this level of contact. 
But the records speak for themselves. I would suggest, Mr. Chair- 
man, we go back and check on that. Maybe Mr. Berick cannot re- 
member that. 

But I would say that you need to think through your answer to 
the TVA question. Now, it is true that some of these meetings were 
with Johnny Hayes, who had been commissioner of TVA. This is 
on August 24. I assume that his prohibited activity, his banned ac- 
tivity was past and I think he has a 2-year ban with regard to Fed- 
eral agencies on things he was directly involved in, but the facts 
will speak for themselves. I can only assume that he is OK as far 
as that is concerned, and there are some meetings there with Mr. 
Hayes. 

It is also true that Mr. Hayes apparently received $200,000 di- 
rectly from Enron and also another $300,000 from this law firm, 
the Wyatt law firm, and that was a part of a $500,000 fee that the 
Wyatt law firm had been paid by Enron. So perhaps we can find 
out about the TVA aspect. 

But there is a memo in the file here. We went to the law firm 
of Mr. Hayes — of course, he is not a lawyer, but the Wyatt law 
firm, and they supplied information that is in the Committee files 
and Mr. Bone, who was a partner in that firm, who was in most 
all of these meetings with Commissioner Breathitt made a memo- 
randum. 1 I am not sure what the date of it is. I am not sure it is 
dated, but it was clearly during the Presidential campaign, and Mr. 
Bone, who was at that time, as I say, lobbying for Enron, said, 
“very friendly meeting with Linda Breathitt.” I won’t read all of it. 
We can go over it with Ms. Breathitt. 

“We had a good opportunity to talk about the issues and her po- 
sition as the swing vote. We visited Gore headquarters and had 
lunch with Johnny Hayes. Next point, the FERC will be responding 
today to the request of President Clinton and Secretary Richard- 


lr The Bone Memo appears in the Appendix on page 734, Vol. IV. 
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son. FERC will be very responsive to the crisis with investigations 
in California and possibly a hearing in California. She is very im- 
pressed with Steven Keene and spoke highly of him.” Steven 
Keene, of course, is with Enron, also. This has nothing to do with 
TVA. This has to do with California. 

I have no further questions, Mr. Chairman, unless the witness 
wants to respond to that. 

Chairman Lieberman. Do you want to respond to that? 

Mr. Berick. No 

Chairman Lieberman. Let me ask, and then I do want to move 
on to FERC, but why did you make the reference to TVA? Was that 
in the information that was submitted by Commissioner Breathitt 
or FERC to 

Mr. Berick. No. The files that I think that Senator Thompson 
is referring to were provided to us from Enron, our request from 
Enron for contacts with FERC and my review of those documents 
showed that, to the extent that there was an issue involving FERC, 
it had to do with the TVA contact. 

Chairman Lieberman. Right. In fairness, we ought to give you 
a chance to go back and look at it. You looked at tens of thousands 
of documents to get to the priority choices you made about the four 
areas you were going to investigate. These are all the pages that 
were submitted to us, and every one of these pages contains, de- 
pending on the size of the description, between five and ten indi- 
vidual contacts between Enron employees or representatives and 
commissioners or staff of FERC. There have got to be several hun- 
dred contacts here, and I would 

Senator Thompson. Mr. Chairman, if I may, I would suggest, if 
that is not public, that ought to be made a part of the public 
record. 1 I assume what you have got there goes back over a 10-year 
period and it may or may not be relevant. But I think that the 
record ought to speak for itself and let people decide for themselves 
what is relevant. 

Chairman Lieberman. That is fine with me, and I guess I want 
to just state for the record, and I know you are not questioning 
this, but just in case there is an implication, that there was no di- 
rective from the Chairman, certainly, to the staff to 

Senator Thompson. I know that, Mr. Chairman. 

Chairman Lieberman [continuing]. To go and kind of get the Re- 
publicans and protect the Democrats. This investigation and the 
conclusions that Mr. Berick and I, in my opening statement, 
reached fall equally, in fact, probably at least as much, maybe 
some would say more, on previous FERC commissioners than the 
current ones because the aim here is not partisan. The aim is to 
figure out how we can protect consumers from being taken again. 

Senator Thompson. Mr. Chairman, there is no question about 
that, and you have always been fair and even-handed as we ap- 
proach these things. There are a lot of people involved. You and I 
both get the results of these things sometimes as we walk in, espe- 
cially after having been off as long as we have. But unfortunately, 
we have a history of several months with regard to this issue and 


1 Records from 10 year-period appears in the Appendix beginning on page 1 of Vol. IV. 
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I think the record just needs to speak for itself with regard to all 
the other issues. 

There have been other good people. I cast no aspersion on any 
commissioner or any lobbyist. I have lobbied and I have been lob- 
bied. But there have been other good people who have suffered 
from the subjections or implications and so forth that have been 
made in the public. I just think the record ought to be complete. 
And if Enron was fervently and feverishly lobbying other commis- 
sioners in 2000 and 2001, we ought to know about that. 

Chairman Lieberman. When the hearing is concluded, Mr. 
Berick, you and I can sit and talk and see what more can be done 
to pursue some of these matters, if appropriate, and then, dare I 
say, it will be up to Senator Collins as the next Chair to determine 
whether she wishes to proceed with those investigations. 

Mr. Berick, I thank you very much for an extraordinary piece of 
public service. I think there is a lot for all of us to learn from the 
conclusions you have reached, and particularly from the four cases 
that you focused on. I hope that we will do that together with the 
commissioners at FERC. Thank you very much for your work. 

Mr. Berick. Thank you, Mr. Chairman. 

Chairman Lieberman. Thank you. 

I now call the four commissioners of FERC as the second panel, 
the chairman, Hon. Patrick H. Wood, III, members Linda K. 
Breathitt, Nora Brownell, and William L. Massey. Would you 
please remain standing and raise your right hand. We are getting 
the alignment together with the name plates. 

Do you swear that the testimony you are about to give this Com- 
mittee is the truth, the whole truth, and nothing but the truth, so 
help you, God? 

Mr. Wood. I do. 

Ms. Breathitt. I do. 

Ms. Brownell. I do. 

Mr. Massey. I do. 

Chairman Lieberman. Please be seated. The record will show 
that the four witnesses all answered the question in the affirma- 
tive. 

It is our understanding, Mr. Wood, that you are going to be testi- 
fying on behalf of the Commission, but we are going to give each 
of the other three commissioners a brief opportunity to make any 
additional comments that you think necessary and appropriate 
after Mr. Wood completes his testimony, and Commissioner 
Breathitt, obviously, you may want to respond to the questions 
Senator Thompson has raised. 

We understand that either all of you or most of you have had to 
rearrange your schedules to be here — this was a postponed hear- 
ing — and we thank you very much for that and for your cooperation 
in general. 

Commissioner Wood. 
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TESTIMONY OF HON. PATRICK H. WOOD, III , 1 CHAIRMAN, 
FEDERAL ENERGY REGULATORY COMMISSION 

Mr. Wood. Good morning, Senator Lieberman, and Senator 
Thompson. Thank you both for the opportunity to respond today. 

In the mid-1980’s, the Federal Energy Regulatory Commission 
began its effort to restructure the wholesale natural gas industry 
to take advantage of competition between and among producers 
and sellers of natural gas to reduce prices for end use customers 
and to incent the drilling and production of this important natural 
resource that just 10 years before was thought to be swiftly dwin- 
dling. 

Congress followed up the FERC’s effort with the 1989 Wellhead 
Decontrol Act, and independent calculations of customer savings of 
this FERC-initiated restructuring ranged from $200 billion to $600 
billion to date. I was proud to be a part of that pro-customer effort 
as a staffer to a member of the Commission, and that is a big part 
of why I am back today. 

One of the other major industries under FERC regulation is the 
electric power industry, and thanks to the 1992 Energy Policy Act 
and subsequent FERC implementation of Congress’s vision through 
the 1990’s, restructuring of the power industry has begun, as well. 
For restructuring to be successful and yield benefits for customers, 
however, there must be some basic preconditions: Sufficient energy 
infrastructure, balanced market rules, and vigilant market over- 
sight. 

Upon joining the Commission last summer, I concluded that none 
of these preconditions was firmly in place in the electric industry. 
After a summer of internal and external assessment with my col- 
leagues here, we adopted a strategic plan which gave equal pri- 
macy to all three of these goals. In the past submissions to Con- 
gress by prior administrations, the oversight goal was subsumed in 
other strategies, and I would call attention to the strategic plan as 
the final three pages of my filed testimony. 

Unlike the other agencies that were cited earlier, ours is charged 
with a significant role in infrastructure and in compliance with the 
Nation’s environmental and safety laws. We issue licenses for the 
Nation’s non-Federal hydropower facilities. We oversee their envi- 
ronmental and safety compliance. We issue certificates for con- 
struction and expansion of the Nation’s extensive natural gas pipe- 
line network, including the many environmental and land owner 
issues and rate matters associated with such activity. We also reg- 
ulate the rates and services of the similarly extensive oil and re- 
fined products pipeline network. 

These infrastructure responsibilities naturally dominate the 
agency’s resource allocation and account for 53 percent of our pro- 
gram and support employees. Fifty-seven percent of the rest of our 
employees handle the market oversight function at FERC, which is 
a total of 335 program and support employees, and the other 250 
staff are dedicated to our second strategy, which is balanced mar- 
ket rules. Employees from all nine of the agency’s offices contribute 
to the achievement of our strategic plan. 


ir The prepared statement of Mr. Wood with attachments appears in the Appendix on page 
130 . 
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We look forward to getting our fiscal year 2003 request in place 
so that we can continue to hire the necessary expertise and talent 
to achieve the oversight goals that my colleagues and I have set for 
the agency. The increase of 50 staffers in my first budget request 
reversed a decade-long trend of agency downsizing by over 20 per- 
cent, and in my estimation, these new employees are badly needed. 

As with this summer’s GAO report on FERC’s oversight perform- 
ance, I welcome constructive criticism of our agency’s performance. 
I also appreciate, Senator Lieberman, your personal and sincere ef- 
fort to help our agency do its job better. We owe our best effort to 
the Nation’s energy market customers and to the many fine compa- 
nies whose investment over the years has underpinned this na- 
tional economy. 

To focus for just a moment on today’s topic, vigilant market over- 
sight, I am pleased with the progress that we have made in the 
past year. It started, quite frankly, with a mindset change at the 
top, a commitment from the four of us that our ability to oversee 
these industries for the benefit of customers must be second to 
none. For me, this is a need borne of my past job as a State utility 
regulator, which depended on FERC to do its job well so that I, as 
a State regulator, could do my job well. We are today in Chicago 
at a meeting of all the national State commissioners. In fact, Linda, 
Nora, and I have all formerly been on our respective home State 
commissions and share this commitment that we are partners with 
States in doing this job well. 

This commitment of mine and of ours has led to the creation of 
the Commission’s Office of Market Oversight and Investigation, 
which reports directly to the commissioners in our now-frequent 
closed meetings. This is an idea I adapted from our sister agency, 
the Commodity Futures Trading Commission. No longer are inves- 
tigation issues handled at the staff level alone. Now, they are all 
brought to the attention of the full Commission and senior staff 
management from all program offices as the open meeting laws 
allow. 

We hired the new office head, Bill Hederman, sitting here behind 
me, earlier this year after a national search. He has been very suc- 
cessful in attracting talent from within and from outside the agen- 
cy to do the hard, probing work necessary to be a vigilant market 
policeman. Of course, OMOI is not the only part of the agency in- 
volved in market oversight functions, but now there is a primary 
office charged with leading this responsibility. 

The oversight role is also shared with States and with regional 
bodies, such as the Electric Independent System Operators and Re- 
gional Transmission Organizations. Full integration of this over- 
sight capability into FERC’s culture and processes is underway, 
and I share none of this gentleman’s concern that it will not be suc- 
cessful. In fact, I am here to make sure that it is successful. 

Participants in the energy market know that we are serious now. 
Reports to our confidential hotline are up significantly, as are for- 
mal complaints filed with the Commission regarding issues of fair 
treatment. In our more proactive posture and with better analytical 
resources, the Commission has begun a number of non-public in- 
vestigations of issues in all four of our industries. As the GAO re- 
port points out, it is not enough to wait for someone to file a com- 
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plaint at FERC. We need to use all forms of inquiry to effectively 
police the industry. 

Everyone, from customers to investors, benefits when there are 
clear rules of the road. By and large, we have these in the gas, and 
had these in the gas industry since the 1980’s and 1990’s, when a 
series of FERC rulemakings set forth the contours of a restructured 
wholesale natural gas marketplace. 

Clear rules are not present in the power industry, however. One 
of the key actions we took in my first meeting as chairman in 
September of last year was to initiate a broad and open process to 
develop a sensible framework for the Nation’s wholesale power 
markets. This has led to publication of a formal proposal in July, 
referred to as the standard market design, and this is now open for 
public comment through January and February. Had this frame- 
work been in place 3 years ago, combined with the more methodical 
and objective oversight capability, as our next panel will discuss 
further, I believe the California experience would have been largely 
avoided. 

But we cannot live in the past. As the current Commission seeks 
to redress the past wrongs through pending enforcement trials and 
investigations, which we are doing in close coordination with our 
sister Federal agencies, we are focused on the future, focused on 
getting sufficient energy supply and demand infrastructure in place 
across the Nation, focused on establishing a sensible regulatory 
framework to govern the restructured energy markets, and focused 
on effective and watchful oversight of these crucial infrastructure 
industries so that customers continue to benefit from an efficient 
and reliable energy marketplace. Thank you. 

Chairman Lieberman. Thanks, Mr. Wood. 

Commissioner Breathitt, do you have a statement you would like 
to make? 

TESTIMONY OF HON. LINDA K. BREATHITT, MEMBER, 
FEDERAL ENERGY REGULATORY COMMISSION 

Ms. Breathitt. Yes. I have a brief opening statement. Mr. 
Chairman, and Senator Thompson, I am here today in a supporting 
role of Chairman Wood as he testifies with respect to the FERC’s 
oversight of Enron Corporation and the lessons learned from its fi- 
nancial collapse. I associate myself with the content of his testi- 
mony. 

I do want to add that I have supported the initiates taken by the 
FERC after Enron’s collapse. I believe the proceedings the chair- 
man detailed in his testimony should go a long way toward ensur- 
ing that an Enron-type debacle does not happen again and toward 
ensuring that energy consumers receive adequate supplies at rea- 
sonable prices. 

Beyond these initiatives, I believe Chairman Wood’s effort in 
forming the Office of Market Oversight and Investigations, that we 
call OMOI, should enhance the agency’s ability to review energy 
market developments, identify problems in market function, and 
take corrective and punitive steps, as necessary. If this office suc- 
cessfully performs its mission, which I expect that it will, FERC 
will have taken an important step toward restoring confidence in 
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regulatory oversight of the energy industry and restoring stability 
to this important component of our Nation’s economy. 

Finally, I would note that as I near the end of my tenure as a 
FERC commissioner, I believe I will be leaving an agency that is 
well aware of the need for vigilant oversight of the entities it regu- 
lates. The fallout from the collapse of Enron, as well as WorldCom, 
Quest, Tyco, and others, have painfully reminded us of the dangers 
of unchecked corporate behavior. The need to effectively encourage 
appropriate corporate behavior by regulated entities and discipline 
bad corporate behavior when necessary will continue as the Com- 
mission moves to more competitive and transparent markets for 
energy products. Thank you. 

Chairman Lieberman. Thanks, Commissioner Breathitt. 

Commissioner Brownell, do you have a statement? 

TESTIMONY OF HON. NORA M. BROWNELL, MEMBER, FEDERAL 
ENERGY REGULATORY COMMISSION 

Ms. Brownell. I do, just a brief statement. I certainly join the 
Chairman and Linda Breathitt — in fact, I think you see before you 
a FERC that is working as effectively as any agency in government 
to address the tragedy that has occurred in our market, and let me 
tell you, when we came to the FERC, what we found was a market 
meltdown, an agency under siege, and a staff who were both over- 
worked, overwhelmed, and looking for leadership. 

Under Chairman Wood’s leadership, with the introduction of a 
business plan, we have addressed many of the issues that the re- 
port raised today. But I appreciate that report, because, frankly, we 
all need to work more productively and affirmatively in antici- 
pating what markets need, because, Senator, you said markets 
have no conscience. Well, adolescent markets have no self-control 
and markets do not develop without rules, and we are making 
rules. 

We are, indeed, dealing with the past as effectively and effi- 
ciently as we can, but we can’t rush to judgment because we need 
to get this right. We have seen a $90 billion market capital loss in 
the energy sector, a loss that this country cannot afford when our 
economy begins to grow again. We see growing transmission con- 
straints. We see power quality disturbances which affect our indus- 
tries, like the car manufacturing industries, very severely, in ways 
that we are not counting. We don’t see the investment in tech- 
nologies that can address many of the environmental issues that 
we face and our grandchildren will face. 

So I look forward to working with you, this Committee, and other 
committees in addressing these issues. But I feel quite confident 
that while we may have been slow out of the starting gate, we have 
addressed a wide range of issues in a very short period of time. 

Chairman Lieberman. Thanks very much, Commissioner 
Brownell. I accept the addendum to my comment. Maybe I would 
only add that this may be, instead of an adolescent market, an in- 
fant market, which definitely doesn’t have a capacity to self-control 
and needs a little parental guidance every now and then. 

Ms. Brownell. To be sure, a lot of parental guidance. 

Chairman Lieberman. Thank you. Commissioner Massey. 



37 


TESTIMONY OF HON. WILLIAM L. MASSEY, MEMBER, FEDERAL 
ENERGY REGULATORY COMMISSION 

Mr. Massey. Mr. Chairman and Senator Thompson, I will be 
brief. I agree that the Commission’s response to the Western en- 
ergy crisis was generally timid and ineffective. The agency should 
have imposed price controls immediately when the market sky- 
rocketed in the summer of 2000. This is what I championed and 
was extremely disappointed that the Commission did not impose 
such price controls for almost a year, until June 2001. Such con- 
trols imposed early could have stopped a lot of the economic car- 
nage which turned into a disaster. 

I agree that the Commission should have been more vigilant in 
its market oversight. I support Chairman Wood’s new efforts in 
this respect. I believe that he has a strong commitment to over- 
sight and market structure and is willing to put in place sufficient 
staff resources so that never again should we face the kind of trav- 
esty that we faced with the Western market meltdown. 

The agency needs to be very vigilant in its market monitoring 
and its oversight and intervene forcefully whenever abuses are 
found or whenever markets spin out of control. I believe this new 
unit that Chairman Wood has created is a strong step in the right 
direction. Of course, the proof will be in the pudding. If we’re back 
here 2 years from now because of the failure of oversight, then I 
will be wrong about that. But I don’t think we will be. I think the 
agency is moving in the right direction. 

I agree that the rules regarding affiliate abuses should be 
strengthened. We have a couple of proposed rulemakings that are 
being commented on now. One would substantially strengthen our 
affiliate abuse rules across the board for natural gas pipelines, elec- 
tric utilities, power sellers, and others. That is pending and I hope 
that we can finalize that rulemaking soon. We also proposed a rule- 
making with respect to the so-called “sweep accounts” that pipe- 
lines and electric companies have with their affiliates, and we have 
proposed strong new affiliate regulations. 

With respect to Enron Online, perhaps the agency should take a 
very close look at whether we should be regulating platforms such 
as Enron Online, and I support any effort to come to reach a con- 
clusion about this at the agency as soon as possible. 

Thank you, Mr. Chairman. I look forward to your questions. 

Chairman Lieberman. Thanks, Commissioner Massey. I remem- 
ber when I was at law school we used to refer to a few of the Su- 
preme Court Justices as the “great dissenters,” and maybe the 
record will show that going back some number of years, you de- 
serve that title, which is a title of honor at the FERC. The record 
of what you have tried to do is clear and I appreciate it. 

Commissioner Wood, let me begin with the general question, 
which in some sense, I think, you dealt with in your opening state- 
ment, but am I correct that when you served on the, I forgot what 
it was called, but the utility commission in Texas, that was a tradi- 
tional regulatory commission which heard petitions and applica- 
tions by the local utilities for rate increases and then set the rates? 

Mr. Wood. Yes, sir. I should add, though, in our years, they were 
rate decreases that we were going through in Texas. 

Chairman Lieberman. Well, that is even better. [Laughter.] 
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So it was a so-called regulated environment? 

Mr. Wood. It was similar to what we are doing here, quite frank- 
ly. Our State statutes were changed in 1995, which was the year 

I 

Chairman Lieberman. OK. So you were one of the early ones 
that had it. In Connecticut, in my previous position, I was Attorney 
General of Connecticut. We had an assistant AG who was over at 
the Department of Public Utilities and the commission and rep- 
resented ratepayers in rate proceedings and then, ultimately, the 
commission determined what rate of profit, essentially, the par- 
ticular utility would have and set the rate. 

To make a complicated story more simple than I should, there 
was a similar process going on at FERC with regard to wholesale 
energy rates. We got to deregulation and, of course, we relied on 
the market then. But I take it you agree that in what I have just 
described as a deregulated market, where not a commission or gov- 
ernment set the rates, but competition does, that there is at least 
as much need for governmental oversight, is that correct? 

Mr. Wood. Without question. I should add that in both the gas 
industry and the electric industry, the delivery of the commodity, 
so to speak, is still regulated by FERC and by States. The trans- 
mission of power, the transportation of natural gas, those are set 
by FERC. We have a staff and law judges that do the traditional 
rate case work for gas pipelines, for electric power companies. 

Chairman Lieberman. Right. 

Mr. Wood. It is the commodity of the power itself, much like the 
commodity of gas in the 1980’s and 1990’s, that is going through 
the more deregulated treatment, but not the conduit that moves 
the commodity. 

Chairman Lieberman. But there is definitely a role for oversight, 
or in another sense, normally, it would be called regulation, but it 
is to make sure that the players 

Mr. Wood. Play by the rules, that they play by the rules. 

Chairman Lieberman. That they play by the rules, that they are 
playing fair, which obviously, looking back, did not happen here. 

Let me give you a chance to respond to the staff conclusions 
about the Office of Market Oversight and Investigations that you 
created. My inference is that they feel as I do, and as your fellow 
commissioners do, that this was a significant step forward, to es- 
tablish the office, but that it may not have enough resources to be 
effective. You know, it is the “We are from the Congress and we 
are here to help you” commission, or maybe that is what we are 
saying. [Laughter.] 

So I want you to deal with some of that. But then the larger 
question, I think, is whether the rulemaking on market rules will 
actually address the larger institutional issues raised by the staff 
investigation, for example, the concern that FERC didn’t look more 
closely at the wind farm transactions or Enron Online or was not 
adequately vigilant about transactions with holding companies be- 
cause they are not, in the narrow sense, directly related to the 
oversight of market behavior. 

So as productive, constructive a step as setting up the Office of 
Market Oversight and Investigations at FERC is, will it, in fact, 
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get to some of the shortcomings that the staff investigation found, 
I think convincingly, in the Enron case? 

Mr. Wood. I think, and to take the four issues, the Enron Online 
would actually be something that would come out of the new office. 
The type of expertise — I do take some umbrage, I suppose, at it 
being characterized as, I guess, a bureaucratic reshuffle, and not 
having seen the report, I don’t know what the exact words were, 
but we have had, in fact, some extensive hiring from the outside 
of significant people with other Federal experience and a tremen- 
dous amount of private sector experience for the 90 employees that 
we have hired to date. It is, in fact, the farthest thing that this 
agency has had from a bureaucratic reshuffle. 

But again, it ties back, as I said in my opening statement, Sen- 
ator Lieberman, to the mindset change. The staff on this agency 
now know that the four of us, and hopefully our future people that 
follow us, are intellectually thirsty about these issues that come 
forth and that we need to be trained, as the staff do, the commis- 
sioners need to be trained — it is a group effort — to understand the 
markets and to really engage on the issues that come forth. 

So, again, you could put 600 people in OMOI, but if the commit- 
ment is not there at the top that not only we want this, but we 
care about it and we view it as a core part of our mission, as we 
move away, as your first question pointed out, Senator, from the 
world of just traditional cost-of-service regulation to one that is 
more market -based, we have got to make that a core part of our 
mission. The staff have to know it. The staff have to know when 
they are coming to work here that this is not just a Pat Wood fad, 
but that this is a core part of what FERC is all about. I think peo- 
ple understand that now and I expect in my term as chairman that 
we will continue to deepen and expand the roots of the market 
oversight function. 

But there are more people than just market oversight that do the 
work that we are talking about. For example, the wind farms issue 
is kind of what fall in the traditional licensing and traditional reg- 
ulation parts of our agency, which do involve market oversight but 
are not involved in the investigations and the kind of forward-look- 
ing training and the reviews of data that come in to see what has 
happened in prices in competitive markets or in handling the hot- 
line complaints that come in from third parties, either confiden- 
tially or publicly filed with the Commission. So there are a number 
of things that would go on. 

To take the third item, the California investigation, we are pres- 
ently doing that with existing staff because the Market Oversight 
Office was not set up at the time that we began the investigation 
into events in the West back in last January and February, but I 
would expect that future aspects of that type of work going forward 
would be centered out of this office, drawing upon resources across 
the agency. Certainly, an investigation of that breadth is going to 
overwhelm just one office and will necessarily require us to be a 
matrixed organization, and I like that. I want that. 

Chairman Lieberman. Let me ask you this. Understanding that 
the staff work went back over 10 years in FERC’s records, most of 
which time, obviously, you were not there, do you take issue with 
any of the conclusions that the staff investigation has reached re- 
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garding the, let us say the timidity of FERC’s actions with regard 
to the four issues that the staff chose to focus on, the Western mar- 
kets — California obviously was one, the wind farms, the Enron On- 
line, the holding company, and the inter-related entities trans- 
actions. Do you think that, since you are in charge now and you 
will be for some period of time, familiar as I believe you are with 
the staff investigation, do you think that they reached solid conclu- 
sions? 

Mr. Wood. I am on the record as saying I was concerned at the 
time, as a State commissioner looking in from the outside, that 
FERC’s slowness to move on the wholesale market issues that were 
under their domain in 2000 were of concern to me, and they still 
are. I think we have got to be, if not ahead of the curve, right on 
it, not well after it, and I do think that that series of events, un- 
precedented, admittedly, would have probably taken anybody by 
surprise. 

But it is the kind of retooling that I am looking for that it would 
not take us by surprise, that we would be so on top of, as I should 
say, to our staffs credit, in recent weeks, the issues that come up 
in just looking at daily gas trades. We find the list, usually look 
into them. 

Chairman Lieberman. Yes. 

Mr. Wood. Those kind of things, when you nip them in the bud, 
they don’t develop into catastrophes like you have out West. But 
I do think that one probably, I have said publicly and I will say 
again today, is along the valid track. 

The QF issue is an interesting one because it is a statute 
that 

Chairman Lieberman. Why don’t you spell it out for the record. 

Mr. Wood. I am sorry, the wind farms, the renewable power. 
Congress really wanted to make sure that we had renewable power 
when they passed the PURPA back in 1978, and that began a lot 
of the investment in renewables and in cogeneration and some of 
these more environmentally benign resources, and in that statute 
and in the late 1970’s, the implementation of that by the FERC, 
there was a very strong desire to make sure that there was not a 
bureaucratic obstacle to those resources getting built. They were, 
in fact, as I think Mr. Berick pointed out, paid a premium over 
what the general power would be, so there was basically a legisla- 
tive enticement for those resources to come to the marketplace. 

So the FERC set up a self-certification process that was reviewed 
in Mr. Berick’s opening remarks that allowed a party to self-certify 
and then get into the marketplace without waiting for a 6-, 8-, or 
10-month procedure at our agency to basically approve that they go 
forward. I think that there have been 9,000 of these since 1978 and 
we have had about 20 of them actually — and 90 percent of the 
9,000 have taken the self-certification route. About 10 percent have 
taken the route that we are going to go to the Commission and 
have them affirmatively rule on our case, because we need it for 
financing generally, have taken that route. 

And of the 90 percent, I think about 20 have been protested by 
the utility that has got to pay. I mean, it was set up in the Carter 
years’ FERC to, in fact, get the incentives lined up so that the util- 
ity, and this was revisited back in 1995 when the Commission re- 
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visited these rules, there is a person there who has got an incentive 
to make sure that somebody is not lying, and that is the utility 
that is paying the extra charge and the State commission that 
stands behind that utility. 

For that reason, FERC in 1995 said, if, Enron, you come in and 
tell us that you are changing this or selling that, you have got to 
tell the local utility in California and you have got to tell the Cali- 
fornia PUC that you are doing that. That has been used about, 
probably again, 20 times over the past two decades to trigger an 
action at FERC, where we actually review and find out if, in fact, 
those people qualify for the benefits or not. 

I think this particular example has, of course, due to the Fastow 
admissions, been triggered by us into a proceeding of FERC to re- 
view the qualifications for the benefits. But quite frankly, I do 
think, over time, the balance of 9,000 applications and 20 that were 
asked to be looked at and one that now has actually been found 
perhaps to be false — again, that is pending before our Commission. 
It may well be benign. I do not want to prejudge that. But I do 
think that one probably, I would say, is a little — maybe a bit of a 
hard slap that we deserve 

Chairman Lieberman. But otherwise, accepting that, you would 
say that the staff conclusions have merit and that you will embrace 
them to the best of your ability as you go forward in your chair- 
manship? 

Mr. Wood. Sure. Absolutely. Again, as I mentioned, I appreciate 
constructive criticism. We are a public agency. We work for the 
good of the customer and we want to make sure that we do that 
as best we can. 

Chairman Lieberman. Let me ask you a final question before I 
yield to Senator Thompson. Just speak for a moment, if you would, 
about the changes in law that you request in your testimony and 
whether there are any additional changes that you might suggest 
for us in law or whether you think the remedy to the illnesses, the 
ailments that the staff report shows are largely going to come from 
the retooling that you are doing and perhaps from some more ade- 
quate staff — or more staff. Let us assume what you have got now 
is adequate to the task and more people 

Mr. Wood. Well, we have asked for more, and I believe the con- 
ference report 

Chairman Lieberman. Yes. 

Mr. Wood [continuing]. Does indicate our increase of that. I do 
think, again, as I mentioned, that a good part of this, a good part 
of our ability to do this job better, again, comes from our personal 
commitment to that, from an empowered staff who, despite what 
you have heard today, have done a fantastic job over the last dec- 
ade. Again, as it has been downsized by 20 percent from when I 
worked here as a staffer back in 1991-1992, it is 20 percent small- 
er than it was and has quite a bit more to do. 

Chairman Lieberman. Yes, it is a problem. Look, the big picture 
that I come away with is that the rules of the game changed. We 
went to a deregulated environment. Some, very aggressive, sophis- 
ticated, find the angles, be as clever as they can to make the most 
money they can. Players, including Enron, got into it and the 
FERC just did not keep up with them. The world had changed. 
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This is a regulatory agency that was now operating in a deregu- 
lated environment and the consumer paid the price and it was an 
enormous price. 

But let me not go on further with that, and ask you to describe 
in a little more detail the legislative changes that you recommend 
in your report. 

Mr. Wood. Thank you. We had asked and was included in the, 
I guess now-retired energy bill, for an increase in civil penalty au- 
thority to be administered by the Commission in the Federal Power 
Act. We subsequently recognized that we did not have that in the 
Natural Gas Act, either, and have asked for that, but that was not 
in the electricity title because it is a gas issue. 

Chairman Lieberman. OK. 

Mr. Wood. So the civil penalty side would be as enhancing our 
authority at FERC to use those tools. We have also joined in the, 
I think, broad support for enhanced criminal authority, which 
would be administered, as it is today, by the Department of Justice 
for violations of the Power Act and of the Gas Act. 

Chairman Lieberman. OK. So part of reaching to the whole 
Enron saga and scandal is to beef up the enforcement authority of 
FERC and FERC working with the Department of Justice? 

Mr. Wood. Yes, sir. 

Chairman Lieberman. Thanks, Commissioner Wood. Senator 
Thompson. 

Senator Thompson. Thank you very much, Mr. Chairman. 

Ms. Breathitt, would you like the opportunity to respond to some 
of the things that have been said here this morning, specifically, 
the 46 or so contacts that you had with Enron lobbyists over 2000 
to 2001? 

Ms. Breathitt. Yes, sir. I don’t have the same information that 
you have. I don’t know what the 46 are, and 

Senator Thompson. We are going to be giving you copies of the 
listing of the Wyatt law firm. 1 

Ms. Breathitt. OK. 

Senator Thompson. We got these from the Wyatt law firm. And 
basically, as you can see there, telephone conferences with Mr. 
Bone, Mr. Hayes, and others. 

Chairman Lieberman. Commissioner Breathitt, if I might, with 
your permission, Senator Thompson, this information was obtained 
by the Committee staff as a result of requests and subpoenas in 
some cases, both to FERC and to Enron, which I presume gathered 
some of it from its attorneys. 

Senator Thompson. Yes, and the attorneys, in some cases, the 
attorneys themselves who represented Enron. 

Chairman Lieberman. Right. 

Senator Thompson. Including the Wyatt firm that Mr. Bone was 
affiliated with at that time. 

Ms. Breathitt. With respect to my wonderful father, he has 
been associated with the Wyatt firm for a number of years, as 
counsel on a fixed-priced salary, and a rather low one at that. He 
wanted to be able to come and go as he pleased in his retirement 


1 Listing of contacts between Commissioner Breathitt and Charles Bone appear in the Appen- 
dix on page 699, Vol. IV. 
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years and did not share in any of the profits of the firm. He has 
since retired and has no financial arrangement with the firm and 
has not had for a year. 

With respect to the California energy crisis and whether or not 
there was a relationship with Enron lobbyists, I don’t know how 
Mr. Bone and/or Mr. Hayes accounted for the contacts, but the trip 
that I made to Nashville in August was a vacation day that I recall 
I went to visit my aunt and uncle, had lunch with my nephew, and 
I did visit the Gore campaign that day and saw Charles and John- 
ny, who gave me the tour of the Gore campaign. But that was a 
day that I went to Nashville to visit my aunt and uncle and have 
lunch with my nephew, as well. I grew up 70 miles north of Nash- 
ville and it was a town that I frequented a lot. 

Senator Thompson. I might say, Mr. Bone’s memo, 1 which we 
will make a part of the record, also says that you wanted to make 
sure you emphasized that you were in Nashville visiting family. 

Ms. Breathitt. I don’t know what he said, but I do have family 
there and have had for 50 years. 

Senator Thompson. That is consistent with what you said. That 
is my point. 

Ms. Breathitt. Yes. The Enron contacts that I have disclosed 
were ones that I had records of. We don’t keep telephone logs in 
my office, and to the best of my recollection, I disclosed to the Com- 
mittee everything that we had records of and that I could remem- 
ber. Enron and Enron’s lobbyists, the times spent that I talked to 
them were very disappointed that I had not been a proponent of 
mandatory RTOs. 

Chairman Lieberman. Just define RTO for the record. 

Ms. Breathitt. Regional Transmission Organizations. They were 
very interested in having mandatory RTOs having unfettered, open 
access through the transmission lines. They were very interested in 
having a single transmission tariff. They were a big proponent of 
unbundled retail sales, and I have probably been the most reticent 
member of the Commission on those issues. 

With respect to California, on the December 15, 2000, order that 
you referenced, Senator Thompson, we began and continued in suc- 
cessive orders putting in price controls, each one going further than 
the one before, and that particular order also eliminated the tariff 
for the power exchange, which, in some regards, one of the Enron 
trading strategies called “Fat Boy,” which was a strategy to sell 
power when the IOUs under-scheduled their load, that was im- 
pacted when the Commission instituted an under-scheduling pen- 
alty back in December 2000 when we eliminated the California 
power exchange and put in that under-scheduling penalty. We also 
allowed resources owned by the IOUs to directly serve their own 
load rather than selling them through an exchange. 

In all of the ensuing orders, we continued to go further with our 
price controls, and in April 2001, we adopted a “must offer” provi- 
sion, which has been considered the regulatory response by the 
three-member Commission at the time, that had the most positive 
effect in controlling the California energy collapse and the high 
prices, and that was the April 2001 order. 


lr rhe Bone memo, dated February 6, 2002, appears in the Appendix on page 734, Vol. IV. 
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It was around that time that we began to consider capping the 
whole Western market and it was, I believe, my idea for all of us 
to go to Boise and talk to Western members about whether we 
should extend our price plans and price caps West -wide. We came 
back and we did so in June, and when my new colleagues joined 
me and Commissioner Massey at the time, it was the June order 
that was in the process of being written when they came that 
furthered the price controls. 

So I would like an opportunity to, Senator Thompson, to look at 
this document and be able to respond to it. It is difficult for me to 
do so today when it has just first been handed me, but 

Senator Thompson. I might say, Ms. Breathitt, and you will have 
all the time that you want, that it is true that we asked you for 
these contacts and asked you in a supplement and you responded. 
We have many more here than what you responded to, but it is un- 
derstandable that the firm would have better records and more 
complete records than a commissioner would. I understand that. 

I am trying to establish some basic points here without casting 
aspersion on you, certainly not your father or your father’s firm. He 
is a distinguished public servant. But this is relevant information, 
and if I can do it in a short fashion, I will try to do so. 

What seems to be the case is that Enron, and I am looking again 
at one particular memo that I hopefully will make a part of the 
record, from the firm and Mr. Bone, 1 that apparently Enron went 
to Mr. Hayes and Mr. Hayes went to the firm and they wound up 
representing Enron. The firm did some work for Enron with regard 
to TVA and Mr. Hayes and Mr. Bone in the firm did some work 
with regard to FERC. 

So let me see if we can establish it by the numbers here. It is 
accurate, anyway, Mr. Bone was a partner in the Wyatt law firm, 
is that correct? 

Ms. Breathitt. Yes, and he was at the time, and Mr. Bone has 
been a friend of mine for a number of years, and I don’t know how 
he recorded our phone conversations, but during that time, I have 
to assume that a lot of them were more than likely political in na- 
ture. 

Senator Thompson. Well, there are several — I can understand 
that. Mr. Bone has been a friend of mine for a number of years. 
If you look here, there are a number of phone conversations, very 
few of them are with Mr. Bone alone. They are Mr. Bone and Mr. 
Hayes; Mr. Bone and Mr. Hayes and Mr. Shapiro, who is with 
Enron; Mr. Bone, Mr. Hayes, and Mr. Delaney, who is with Enron; 
Mr. Bone, Mr. Hayes 

Ms. Breathitt. I don’t know a Mr. Delaney, and I 

Senator Thompson. Telephone conference with Commissioner 
Breathitt with Charles Bone, Johnny Hayes, and Mr. Delaney, Oc- 
tober 19 

Ms. Breathitt. I don’t know who that is. 

Senator Thompson. OK. 

Ms. Breathitt. And I don’t recall conference calls. 

Senator Thompson. What about Stan Horton with Enron? 


lr The Bone memo, dated February 6, 2002, appears in the Appendix on page 734, Vol. IV. 
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Ms. Breathitt. Stan has been in my office to see me as head of 
the pipelines 

Senator Thompson. As he has other commissioners, I am sure. 

Ms. Breathitt. We have numerous courtesy visits. But I — I don’t 
know how — I have talked to Stan on the phone. He has also been 
in my office numerous times. 

Senator Thompson. Steve Kean. 

Ms. Breathitt. I have known Steve since I was a State commis- 
sioner in 1993. He was very prominent at NARUC meetings and 
did State regulatory work. 

Senator Thompson. Linda Robertson. 

Ms. Breathitt. Linda Robertson ran their Washington office and 
has come to see me in my office. I don’t recall ever talking to her 
on the phone 

Senator Thompson. Kathleen Magruder. 

Ms. Breathitt. I don’t know who Kathleen Magruder is. 

Senator Thompson. She is with Enron, also, but you can’t testify 
to what you don’t know, but Mr. Bone’s, the firm’s records indicate 
that all of these conversations — most all these telephone con- 
ferences, is the way they describe them anyway, had to do with, 
often with Mr. Hayes, often with one or more of these other Enron 
people, which gets down to the point, is it fair to assume that these 
Enron — and you know during this period of time, August 2000 
through 2001, Mr. Bone was representing Enron and the firm was 
representing Enron, were they not? 

Ms. Breathitt. I don’t know when Mr. Bone started rep- 
resenting Enron, because 

Senator Thompson. Well, you know it is some 

Ms. Breathitt [continuing], I just don’t — yes, he did disclose 
that to me. 

Senator Thompson. And you know Mr. Hayes was, although he 
is not a lawyer, he was representing Enron? 

Ms. Breathitt. I don’t know about Mr. Hayes representing 

Senator Thompson. Well, he was talking to you on behalf of 
Enron, was he not? 

Ms. Breathitt. He was with Mr. Bone twice when we had din- 
ner, but I don’t know what his relationship was with Enron. 

Senator Thompson. Well, according to their records here, over 
that period of time, there are either nine telephone conversations 
or meetings that involved Mr. Hayes. During that time, do you re- 
call the subject of Enron ever coming up? 

Ms. Breathitt. Yes. 

Senator Thompson. And, of course, it came up with regard to Mr. 
Bone and, I assume, these other Enron lobbyists? That is all I am 
trying to establish. 

Ms. Breathitt. Yes. I have 

Senator Thompson. Everybody has got their pitch to make and 
they were making theirs and this was before a lot of the problems 
that we now know Enron had were surfaced. 

Ms. Breathitt. Yes, and I don’t think I was one of Enron’s most 
popular commissioners. 

Senator Thompson. Well, that 

Ms. Breathitt. I didn’t share a lot of their points of view and 
philosophies. 
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Senator Thompson. I am making no assertions about that. Were 
you aware of the fact that — well, you were aware of the fact, I as- 
sume, that the Wyatt law firm was being compensated for their 
work. Were you aware of how much they were being paid? 

Ms. Breathitt. No, not at — I was not. 

Senator Thompson. Were you aware that Mr. Hayes was being 
paid by the law firm 

Ms. Breathitt. No. 

Senator Thompson [continuing]. For the work that he was doing? 

Ms. Breathitt. No. 

Senator Thompson. Let me hand you a copy of a fax and a copy 
of, I don’t know if the staff can give that to Commissioner 
Breathitt, a fax apparently from you to Charles Bone in August 
2000. 1 Now, the accompanying letter where Governor Patton is rec- 
ommending you for Chairman of FERC 

Ms. Breathitt. Yes. 

Senator Thompson [continuing]. Is dated August 23, 2000. Do 
you recall when you faxed — apparently, you faxed a copy of that 
letter to Charles Bone. Do you recall when that was, because the 
date is not reflected on the fax. 

Ms. Breathitt. No, I don’t. 

Senator Thompson. Do you 

Ms. Breathitt. In August — no, I don’t. August of — let me see 
what this is. 

Senator Thompson. This letter, I might state while you are look- 
ing at that, this letter is a recommendation from Governor Patton 
to President Clinton. It says, “I am writing you about a matter con- 
cerning a citizen of the Commonwealth, Linda Breathitt, having 
been appointed by you on October 24, 1997, and confirmed by the 
Senate. She is a sitting Commissioner,” and then he says, should 
the chairman leave the Commission before his nomination is con- 
firmed, “I would urge you to appoint Linda Breathitt to be the next 
FERC Chairman,” native Kentuckian, excellent choice for a num- 
ber of reasons, goes ahead and gives your experience there as 
chairman of the Kentucky Public Service Commission, outstanding 
service on FERC and what not. 

So the governor was recommending you for the chairmanship 
and you sent a copy of that, apparently, to Mr. Bone. What was the 
purpose of your doing that? 

Ms. Breathitt. I don’t — I am not arguing that I sent it, because 
here is the fax cover sheet, but I don’t recall why I would have sent 
it to Mr. Bone. 

Senator Thompson. Well, you said a lot of your conversations 
were political, and we know, of course, that before the election, dur- 
ing this period of time, Mr. Hayes was the treasurer of the Gore 
campaign and Mr. Bone was actively involved in it. If you look on 
his website, he, of course, points out that he has been very active 
with Mr. Gore for a long time. I can only assume that you were 
trying to get Mr. Bone to assist you with this nomination to be 
chairman, would that be a fair assessment? 


1 Communication from Commissioner Breathitt to Charles Bone, dated August 23, 2000, ap- 
pears in the Appendix on page 781, Vol. IV. 
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Ms. Breathitt. I don’t remember sending this, but I am sure I 
did because there is a fax cover sheet that is in my handwriting. 
But it is known to many people that Mr. Bone and Mr. Hayes, as 
being from the same city as Mr. Gore, were well known to him. 

Senator Thompson. When did you become aware that Mr. Bone 
and the Wyatt firm was representing or was going to represent 
Enron? 

Ms. Breathitt. Sometime in the latter part of the year 2000. 

Senator Thompson. Well, Ms. Breathitt, you had 21 conversa- 
tions or meetings with Mr. Bone from August 2000 to December 8. 
The files indicate that 

Ms. Breathitt. But I don’t — see, there is an entry here that I — 
I have no idea who a Mr. Delaney is. What if these were about me? 

Senator Thompson. Well, is there anybody else on either of those 
two pages who you do not recognize, other than Mr. Delaney? 

Ms. Breathitt. But what if — I am not — I don’t know if I had 
conversations on all these days. What if they could have been about 
me? 

Senator Thompson. Well, no. These are records that the law firm 
has submitted to this Committee 

Ms. Breathitt. Oh, but there 

Senator Thompson [continuing]. Which indicate law firm con- 
tacts with you. That is what they purport to be. One of the records 
that they sent was an August 1, 2000, letter confirming recent con- 
versations with Enron, that the firm had about representation of 
Enron with regard to TVA. Then there is another letter of August 
22 concerning representation of the Wyatt firm for Enron with re- 
gard to development of policies at the DOE and the Federal Energy 
Regulatory Commission. 

Ms. Breathitt. We don’t regulate the Tennessee Valley Author- 
ity. 

Senator Thompson. I understand that. That is why I didn’t un- 
derstand our previous witness’s testimony that he thought all these 
contacts with you had to do with TVA. That wouldn’t make much 
sense, would it? It certainly, and again, I am not casting aspersion 
because of this. Enron was very active and they had contacts with 
everybody that they could have contacts with. Here, they chose to 
go a particular route that had to do very close to you in terms of 
the law firm affiliation and all, long-term friends and your father’s 
affiliation with the firm. 

But I would think that we could agree that they were, from Au- 
gust 2000 through at least the end of 2001, that representatives of 
the firm and Enron were talking to you from time to time about 
Enron matters. Isn’t that the clear import of this? 

Ms. Breathitt. Yes. 

Senator Thompson. All right. 

Ms. Breathitt. And as I mentioned, I have been the most reti- 
cent, least philosophically attuned to where Enron was going, in 
my opinion 

Senator Thompson. I can appreciate that, because there are a lot 
of people with regard to the administration who try to point out 
time and time again that they did exactly the opposite of what 
some of these people wanted them to do, but that does not keep 
them from having to do investigations for several months. 
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Ms. Breathitt. That is right. And I certainly am not faulting 
your being critical of this inquiry and line of questioning because 
I think it is appropriate to get any lingering questions or concerns 
addressed that the initial questionnaire, as we were calling it at 
FERC, that we received in March, be discussed. 

But there were numerous contacts by Enron over the 5 years 
that I was there, and I am certain that colleagues of mine, former 
and present, have had Enron contacts, as well, because they came 
to see us frequently. They were an aggressive company and they 
were not shy about advocating what they wanted with respect to 
what was legal to talk about, and pending matters are not permis- 
sible to discuss. 

Senator Thompson. Well, Mr. Bone says in his memo of your 
meeting in Nashville that the FERC will be responding today to 
the request of President Clinton and Secretary Richardson. FERC 
will be very responsive to the crisis with investigations in Cali- 
fornia and possibly hearings in California. Linda did not want to 
address the issue specifically today, but indicated she would be 
pleased to meet with us in Washington at an early date. She is 
very impressed with Steven Kean and spoke highly of him. 

Ms. Breathitt. Yes, I have known, as I mentioned 

Senator Thompson. I might add this. She acknowledged that this 
is not a partisan issue in any way and is very conscientious about 
trying to solve the crisis. Is this a fair 

Ms. Breathitt. Yes. 

Senator Thompson [continuing]. Recounting of the meeting, do 
you think? All right. 

Ms. Breathitt. It was not a lengthy meeting. I was taking a 
vacation day to go see relatives, have lunch with my nephew. I 
wanted to see the Gore campaign. I had never seen a Presidential 
campaign in operation, and they were both friends of mine, and I 
considered it an informal trip to Nashville with multiple reasons. 

Senator Thompson. Well, I think any time you have an oppor- 
tunity to go to Nashville, you ought to take it, would be my feeling. 
[Laughter.] 

Mr. Chairman, I have no further questions. I would think it 
would be appropriate for all of our sakes to make a part of the 
record these documents that we have been referring to that came 
from the Wyatt law firm. I hate to get into the details of any one’s 
records or firm’s records, but I believe that they all have to do with 
the issues that we have been dealing with here today. Perhaps, if 
you would prefer, staff could get together and agree upon a submis- 
sion to make sure that no privacy is unnecessarily violated. But I 
do think the basic documents would be well served to make a part 
of the record and let them speak for themselves. 

Chairman Lieberman. Senator Thompson, I have no objection to 
that and I think I would like to take you up on your offer that our 
staffs get together, and I think in fairness to Commissioner 
Breathitt, we ought to have similar responses to the question- 
naires, including, by Mr. Berick’s recollection, Commissioner 
Brownell, Commissioner Massey, both of whom had contacts with 
representatives of Enron, as well. I think, Commissioner Wood, you 
indicated that you had not after you came onto the Commission, 
but in any case 
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Mr. Wood. I did, a few. 

Chairman Lieberman. You have? OK. Then in fairness, we ought 
to agree on some system for reflecting 

Senator Thompson. I agree with that. 

Chairman Lieberman. Thank you. 

Senator Levin, I suppose it is appropriate to begin by congratu- 
lating you on your reelection. 

Senator Levin. Thank you so much, Mr. Chairman. 

Chairman Lieberman. Though you return with me in the Minor- 
ity, nonetheless, maybe that makes it even a happier turn of events 
that you did come back, so we get ever closer to that magic num- 
ber. Anyway, welcome. Thank you for taking the time to be here 
today. 


OPENING STATEMENT OF SENATOR LEVIN 

Senator Levin. Thank you. I am delighted to be back here with 
Senator Collins, if I may take the liberty of saying so. 

Chairman Lieberman. Yes, indeed. 

Senator Thompson. Already buttering her up. [Laughter.] 

Senator Levin. Mr. Chairman, I have an opening statement 
which I would ask to be included in the record. 

Chairman Lieberman. Without objection. 

PREPARED STATEMENT OF SENATOR LEVIN 

The Enron scandal continues to teach us painful lessons about corporate mis- 
conduct and the need for government action to police our markets, protect con- 
sumers and investors, and punish corporate wrongdoing. 

The Enron scandal began by exposing dishonest accounting at a number of major 
U.S. companies that, unbeknownst to most, had begun to eat away at the reliability 
of their financial statements. It has since exposed the conflicts of interest that have 
made investors distrust investment reports issued by leading U.S. financial firms. 
It has exposed how those firms have become willing participants in shell companies, 
phony trade deals, and complex financial transactions used to inflate earnings, hide 
debt, and increase stock prices. And Enron has exposed how, all too often, corporate 
executives have walked away from corporate disasters with millions in their pock- 
ets, often from exercising stock options, while pension funds, investors, employees, 
and creditors have lost everything. 

Today’s hearing provides another painful lesson in corporate abuse. The spotlight 
today is on U.S. energy markets and how lax government oversight failed to protect 
U.S. consumers and markets from false data and price manipulation by corporate 
wrongdoers. 

Energy companies today are reeling from media reports of deliberate market ma- 
nipulation, round-trip trading, and Bogus derivatives that are really bank loans. 
These allegations are not confined to Enron, but have spread to other energy compa- 
nies as well. Prominent energy firms have seen their credit ratings slashed, their 
profits collapse, and their stocks nosedive. Employees are being laid off by the tens 
of thousands. Public trust in energy deregulation has suffered a serious blow. 

While most of this market turmoil is attributable to corporate misdeeds, a portion 
of the blame also falls on the shoulders of regulators who failed to police the energy 
markets. Those markets have undergone sweeping change over the last decade, 
moving from a system of highly regulated monopolies to one that is supposed to 
incorporate market-based competition. But market-based systems are not auto- 
matically fair, efficient or honest, because there are always those who engage in de- 
ceptive and unfair practices. That’s why it is the job of government to police the 
markets, determine what is happening, and put a stop to those unfair or deceptive 
practices. 

We will hear today that the Federal Energy Regulatory Commission, FERC, has 
not kept pace with the changes in the energy marketplace and has failed to ensure 
just and reasonable rates as it is required to do. 

While part of FERC’s inaction can be attributed to statutory limitations on what 
it can regulate, another part comes from a hands-off approach to market-based pric- 
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ing that resulted in FERC’s failing to detect significant market manipulation and 
other corporate misconduct. And Enron is apparently not the only wrongdoer that 
has evaded FERC oversight. News reports of possible misconduct by other major 
U.S. energy companies have become commonplace. They include reports of company 
traders’ giving false price data to reporting firms, companies engaging in billions of 
dollars in phony roundtrip trades, and deliberate strategies to manipulate California 
energy prices. 

If we are to restore confidence in these circumstances, we need a re-invigorated 
FERC that is explicitly dedicated to promoting transparent and fair energy markets, 
safeguarding investors and consumers, and stopping corporate misconduct. FERC 
has recently taken steps to rectify its shortcomings and strengthen its market over- 
sight. Congress also has a role to play in clarifying and strengthening FERC’s over- 
sight and enforcement authority. I congratulate our Chairman, Senator Lieberman, 
for his efforts to shed light on these problems and to get us all to learn from the 
lessons taught by the Enron scandal. 

Chairman Levin. First, let me compliment the Committee and 
its staff on a very detailed and objective report which really 
deepens our understanding of what went wrong and how FERC 
oversight needs to be strengthened in order to restore investor and 
consumer confidence. Commissioner Brownell spoke of a $90 billion 
loss of capitalization in the U.S. energy markets. That is a loss to 
all of us. 

To restore these investments and the confidence of investors in 
the energy industry, we need a market that people are confident 
is not rife with deceptive and unfair practices, and that means we 
need a lot stronger market oversight by FERC, and I believe this 
report and this hearing will contribute to that goal. 

I want to start with Chairman Wood with the wind farm issue. 
As you have indicated, Congress adopted a number of laws which 
were aimed at encouraging alternative energy sources, such as 
solar and wind power. One of those laws allows alternative energy 
generators that are independently owned — not owned by a regu- 
lated public utility or a utility holding company — it allows them to 
charge higher rates for electricity and to sell all the power that 
they want to public utilities, which must buy it at the higher rates. 

Now, those benefits, higher rates and guaranteed electricity 
sales, as you know, are supposed to go only to the qualified facili- 
ties that meet the law’s requirements, the “QFs.” And those bene- 
fits mean that every alternative power generator wants to be a 
qualified facility, a QF, eligible to charge the higher rates. 

We have heard the story of how Enron had three wind farms 
that were in danger of losing QF status because Enron was buying 
a public utility and then would become a utility holding company, 
in turn, which meant that the wind farms would no longer meet 
the law’s requirements to be independent of a public utility. We 
heard how Enron, in order to help the wind farms keep their QF 
status, supposedly sold them to a shell company called, I think it 
is called RADR, that was allegedly independent of Enron. 

That was 5 years ago. We now have found out that RADR was 
not independent of Enron. It was secretly controlled by Enron offi- 
cials, and both the Justice Department and the Securities and Ex- 
change Commission have filed legal action against those Enron offi- 
cials, Fastow and Kopper, for their actions regarding RADR. 

The indictment of Kopper states that Mr. Kopper and other 
Enron officials had “devised a scheme to enrich themselves and en- 
able Enron to retain secret control over the California wind farms 
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while appearing to maintain eligibility for QF status.” That is the 
background. 

Now, the hypothetical question. What if numerous public utilities 
that owned alternative energy generators, like a solar or wind 
power generator, sold their facility to a special purpose entity that 
was owned or controlled by one of the utility’s senior officers? The 
individuals who owned the facilities would not themselves be util- 
ity owners. They would just be officers of the utilities. Would that 
arrangement comply with the FERC regulations that require the 
qualified facilities to be independently owned? 

Mr. Wood. I don’t have an answer to that because I haven’t 
thought about it, quite frankly, and looked at those regulations in 
that light. I will be glad to do that and respond to you, Senator. 

Senator Levin. Would you do that and get back to us? I think 
you indicated there were about 9,000 qualified facilities, is that cor- 
rect? 

Mr. Wood. Nine thousand filings at FERC to certify or self-cer- 
tify, yes, sir. 

Senator Levin. And how many of those QFs are 50 percent 
owned by public utilities? 

Mr. Wood. Of the — I would think it should be none, if they are 
not 

Senator Levin. None? 

Mr. Wood. If they are not qualified, then they should not be eli- 
gible for the benefits. 

Senator Levin. Well, but you can be 50 percent owned by a pub- 
lic — 

Mr. Wood. I am sorry. Can you ask that again, Senator? 

Senator Levin. Sure. 

Mr. Wood. I think I missed it. 

Senator Levin. Apparently, you can retain your qualification to 
be a QF provided you are no more than 50 percent owned by a pub- 
lic utility. 

Mr. Wood. That is how I read PURPA, yes, sir. 

Senator Levin. So now my question is, how many of those QFs 
are 50 percent owned by 

Mr. Wood. Or less. 

Senator Levin [continuing]. Not more, 50 percent or less? 

Mr. Wood. I will get back to you on that, too, sir. 

Senator Levin. Well, about how many? 

Mr. Wood. I would have no idea to even say if it is 10 percent 
or 90 percent. I have no 

Senator Levin. Well, but shouldn’t you know? 

Mr. Wood. I don’t know. 

Senator Levin. I mean, given the experience we have had with 
those wind farms, shouldn’t FERC know? 

Mr. Wood. Well, if they are eligible, sir, I think that is not the 
problem. But I don’t 

Senator Levin. Well, it is a problem 

Mr. Wood. If they are 49 percent 

Senator Levin [continuing]. Because we have SEC and we have 
the Justice Department saying that can just be a sham ownership. 

Mr. Wood. Right. That would be 

Senator Levin. So if we have 
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Mr. Wood. If you pierce the sham, it is clearly more than 50 per- 
cent. 

Senator Levin. But if you see a pattern that public utilities are 
owning 50 percent of these QFs, isn’t it important, then, to see 
whether or not, in fact, there is an independent QF or not? 

Mr. Wood. Sure. Yes, sir. 

Senator Levin. Shouldn’t you then be piercing some of the veils 
here? 

Mr. Wood. I think so, but as I mentioned in my address to, or 
in response to a question from Senator Lieberman, we have kind 
of a front line for this effort, as well, that is, the company actually 
paying the payment to the QF, and that would be a large utility 
or a co-op or mostly large utilities, and the State commission stand- 
ing behind that. So we do have other people that are helping us 
in this effort and we have, in fact, used that trigger line up to now, 
certainly, as really the first check for when we ought to look deep- 
er, and we have in the past looked deeper at some of these that 
were a little harder to understand. 

Senator Levin. Yes, but that first check didn’t work. 

Mr. Wood. It didn’t work here. 

Senator Levin. And may not be working other places. So isn’t 
there an obligation and responsibility to take some initiative to, at 
least on a random basis, look at these QFs that may be 50 percent 
owned, and then isn’t there some obligation on the part of you as 
a regulator to see if that other 50 percent might not be some spe- 
cial purpose entity that was created by that public utility? 

Mr. Wood. I think that is a reasonable request, sir. Yes, sir. 

Senator Levin. As of this moment, until you said that was a rea- 
sonable request, there was no 

Mr. Wood. We have not done any further investigation of that 
since we initiated the — we have the particular transaction that 
came up with regard to these series of renewable facilities that 
came forth, set for an enforcement trial as we speak, and I think 
we will learn a lot from that effort as to how these transactions 
were structured and that should certainly inform if we want to do 
any further investigation of related transactions. 

Senator Levin. I would hope that FERC would undertake a sys- 
tematic review of these QFs, particularly the ones where there is 
a significant percentage of the ownership which is in the hands of 
a utility. 

Mr. Wood. Of a utility, yes, sir. 

Senator Levin. The whole self-certification troubles me, as well. 
How many of these challenges have come — I think you said there 
is a total of 16? 

Mr. Wood. Twenty, or 16? 

Senator Levin. Twenty? 

Mr. Wood. I will take 16, if that is something we have got. 

Senator Levin. Twenty. What you hope the market would auto- 
matically produce would be people who have an interest in keeping 
the prices lower would file the protest or the request for investiga- 
tion. You have had 20 of the 9,000. Now, how many of those have 
come from competitors and how many of those 20 have come from 
consumer groups? 
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Mr. Wood. I would — I do not know, the 16 or the 20, how those 
break down, but I think primarily they are coming from the utility 
who is paying the payment 

Senator Levin. I didn’t mean the competitors, I mean the utili- 
ties that are paying. 

Mr. Wood. Right. That would be a competitor, I suppose, yes, sir. 

Senator Levin. They have to file, don’t they, a filing fee there of 
$16,000? 

Mr. Wood. For a declaratory order for those, is that what — yes, 
sir, that would be correct. 

Senator Levin. And then, if they prevail, do they get that 
$16,000 back? 

Mr. Wood. I hadn’t thought about that. I don’t know. I could look 
into that. I don’t know that we have got that. 

Senator Levin. Take the consumer group out there 

Mr. Wood. The State PUC certainly can file, as well. 

Senator Levin. Right, but just take a consumer organization, a 
public interest group or a consumer’s group. They may not have 
$16,000, right? So for them, that is an impediment. What I am say- 
ing here is I would hope FERC would be a lot more aggressive in 
doing policing. Sometimes, the market will do the policing for you, 
but sometimes it won’t. It seems to me you have got to be a lot 
more aggressive, because you have a responsibility here to make 
sure that there are just and reasonable prices that are charged by 
utilities. That is the requirement of law, is that correct? 

Mr. Wood. That is correct. 

Senator Levin. It seems to me we already know the market does 
not do that automatically. For a number of reasons, it does not do 
it. First, you may have entities in there that are willing to, as the 
Chairman said, go beyond what is legal, that are pushing the enve- 
lope here, that are cutting corners. Second, you may have people 
that are simply defrauding others. And then you have this financial 
barrier also, the $16,000, which may not be a lot to a public utility 
but could be to a consumer organization that wants to challenge it. 

So it seems to me that you have that responsibility and you ac- 
knowledge, I think in response to the Chairman’s questions, that 
the staff report relative to those recommendations is a constructive 
report and that you intend to carry it out. I would look forward to 
this random sampling, as well, of these QFs in order to see wheth- 
er or not there is a pattern here — that this is not a unique situa- 
tion where there was a phony, a sham ownership of 50 percent that 
was set up 

Mr. Wood. Right. 

Senator Levin [continuing]. In order to make sure that the intent 
of the statute is carried out. 

I see the red light is on, so my time is up. 

Chairman Lieberman. Senator Levin, because of the small num- 
ber of Senators that have been here today, we have been quite gen- 
erous with time, so if you have a few more questions you want to 
ask on this round, you are welcome to. 

Senator Levin. I do, but I think I see Senator Collins looking at 
me like she has another commitment to go to. 

Senator Collins. I do, actually. 
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Senator Levin. If that is all right with the Chair, let me yield 
at this time and perhaps come back. 

Senator Collins. Thank you, Senator Levin. 

Chairman Lieberman. Thanks. 

Senator Collins. You read that correctly. [Laughter.] 

Chairman Lieberman. Senator Collins, congratulations to you, 
both on your reelection and what I presume will be your, dare I 
say, ascension to the Chairmanship. This is a wonderful Com- 
mittee, which you have been just a superb member of, and you are 
very prepared in every way, ability and honor, to be an excellent 
Chair of the Committee and I look forward in my new capacity and 
yours to working together with you to fulfill the mandate of the 
Committee. 

OPENING STATEMENT OF SENATOR COLLINS 

Senator Collins. Thank you, Mr. Chairman. I look forward to 
continuing to work with both you and Senator Levin. We have been 
partners on a number of investigations over the years and I am 
sure I will enjoy working with you in my new capacity, as well. 

Chairman Wood, I know that you would agree that consumers 
are entitled not only to a well-designed market, but also one that 
is carefully monitored for market power abuses, and I believe that 
under your leadership, there are many encouraging signs that 
FERC now understands that dual mission. 

However, the potential profits from gaming a market in a neces- 
sity for which there is often no short-term substitute would seem 
to be so enormous that I can envision a scenario where the gamers 
continually come up with new schemes and the regulators are con- 
stantly scrambling to catch up with the latest innovative scam. 

Why should consumers feel confident that we now have the abil- 
ity to police the markets in a way that will prevent the kind of 
gaming that has occurred, particularly when, although you have re- 
quested additional authority and additional resources, you have got 
to receive what you have asked for? 

Mr. Wood. I think as to the last point, Senator Collins, I think 
we can certainly, within the context of what we have got today, 
move forward assertively on the market oversight, the monitoring. 
We have the ability under current law today, if there is a violation 
of a rule, some gaming incident that was in violation of a rule, that 
any profits from that transaction could be remitted back to the cus- 
tomer who paid them. Certainly in New England and New York, 
in the Mid-Atlantic here, there are more sophisticated efforts that 
have been underway in those more open markets for the last 5 
years or so that do monitor these transactions on a transaction-by- 
transaction basis and look at patterns and look at specifics and do 
the spot audits that Senator Levin was talking about in a different 
context. 

So I do think, quite frankly, in the parts of the country where 
we have moved to a more open market on at least the wholesale 
level, where there are predictable rules of the road, where there 
are independent institutions that oversee those regional market- 
places, that there has been — not perfectly, to be sure, but there 
have been, in large measure, a very responsible market, even in 
times of relative scarcity because of the stress. 
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It is important, however, to — I mean, there are two preconditions 
in addition to oversight that we have got to have, which are infra- 
structure, both the power plants, the power lines, the gas lines to 
get it there, the abilities of customers to reduce their demand at 
times of peak because they get a price signal, which I think we vis- 
ited last summer. I was reviewing our transcript from you. 

And then also balanced market rules, a good institution set up 
to look at the rules. As a full Commission, about 4 or 5 months ago, 
we put forth our vision in response to a lot of these issues, that 
we do need a standardized approach toward markets that has a 
lessons learned aspect to it, from what has worked well in markets 
and what has not worked well. 

But that is not a fixed-in-time process. I think we learn from 
what has worked well in New England, in PJM, in Texas, Aus- 
tralia, England, and other places. We learn what doesn’t work well 
in those places and in California to craft a vision for the future 
that, while it is getting a lot of vetting right now, I think it is abso- 
lutely critical to make sure that we address your core issue, which 
was how can we convince customers that they will be better off? 
We have to actually do the full bore of the infrastructure rules and 
oversight to make sure that works. 

I do appreciate the attention of the Committee today toward the 
oversight issues, but the infrastructure and the balanced market 
rules are just as critical to making sure we have an effective mar- 
ketplace for customers. 

Senator Collins. Let me follow up with two questions, one on in- 
frastructure and one on the consumer side. Let me do the consumer 
side first. 

One of our expert witnesses on the next panel tells us that much 
more attention needs to be paid to the development of an active de- 
mand side in electric markets so that consumers will be able to re- 
spond to short-term swings in market prices. But I must say, cre- 
ating a demand side in many ways seems to me to be equivalent 
to talking about the weather. Everybody talks about it, but nobody 
seems to be able to do anything about it. 

Are there really, truly concrete, practical programs that can be 
currently implemented to create a meaningful opportunity for con- 
sumers to respond to price changes, and if so, what are they? The 
average consumer has no idea when prices are going up and down. 

Mr. Wood. Right. 

Senator Collins. We have talked about having special meters 
that perhaps large industrial users could use. I would like to get 
your thoughts on that issue. 

Mr. Wood. A great question. In fact, I will tip my hat to Tom 
Welch from your State and Bill Nugent and then the other commis- 
sioners in New England for — and Nora has been kind of our lead 
on this, so if she wants to pipe in, feel free. 

But we have engaged in basically a laboratory with FERC as the 
wholesale regulator and the six New England States as the retail 
counterparts to put together a demand side or demand response 
initiative, to try to see how can we integrate this resource that we 
need so bad. We need it like we need a new power plant in certain 
regions of the country. It is that effective to basically check market 
power on a scarce day or to avoid building a new power plant. 
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Sometimes, you do not need new power plants if people have an in- 
centive to reduce their demand at the summer peak, for example. 

So the test case, the pilot project in New England, we have ap- 
proved — prior to this summer, we approved the first one in the 
PJM, which is here in the Mid-Atlantic, demand response initiative 
as a FERC-regulated item, as well, and we have got an item on 
next week’s agenda dealing with that still. But the response to that 
was mixed. I think it is certainly better than not having done it 
at all, but I think of all the things in our kind of vision of the fu- 
ture that are so critical to make work well so that this really does 
deliver consistent benefits for consumers, the demand side is the 
one with the fewest data points underpinning it. Even looking at 
foreign countries, we don’t have a real clear market-driven demand 
response. 

You can certainly regulate them, where you are cutting checks, 
as we are having in the PJM. You are basically paying people a 
fixed amount — it is not very precise, but you are paying them a 
fixed amount of dollars to shut off at peak. 

Senator Collins. Commissioner Brownell, do you have anything? 

Ms. Brownell. Yes. In fact, I met with some of the people work- 
ing on the NEDRI project in New England, which is a wonderful 
laboratory, by the way, lots of cohesive vision among the State com- 
missions there, and they have come up with a number of sugges- 
tions that I think will be implemented in the not-too-distant future. 

But I think the important message that we took away from our 
discussions during RTO and SMD development was there is agree- 
ment that everyone needs demand side management, but no one 
knows how to price it, no one is as familiar as they need to be with 
the technologies, the real-time pricing technologies that will enable 
customers, even the smallest customers, to manage these loads 
more effectively. 

And we treated them like programs. They are temporary. They 
are pilots. They get enacted late. That was one of the problems in 
PJM, that when we approved it in May, because it came in so late, 
it was difficult for customers to really participate. 

So we need to institutionalize them. We need to recognize there 
is a real value. This is not something that you just throw subsidies 
at. This is an important part of balancing the market and allowing 
customers to speak. And you have probably heard me say before, 
I think we have been very condescending about the ability of cus- 
tomers to make buying choices, including to manage their electric 
load. I think they are fully capable, and, in fact, in some of the ex- 
periments we have seen, they are willing to do so. 

So I think that the secret is, get the technology right, get the 
pricing right, empower people, and make these an institutional 
part of the market. There are lots of competing forces, of course, 
for whom that is a very difficult concept to grasp. But I think we 
are getting there and we will have some measurable results in New 
England in the not-too-distant future. 

Senator Collins. Thank you. Chairman Wood, I want you to pre- 
tend that the Chairman of this Committee is not here for this next 
question. There is a clear need for additional transmission, but I 
am very concerned about the question of who pays for it. 
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For example, last week, the system operator in New England an- 
nounced that because Southwest Connecticut does not have suffi- 
cient power to meet its demand, it needs a transmission upgrade 
slated to cost at least $600 million. Now, some people have argued 
that the cost should be borne not only by those who live in South- 
west Connecticut, but by consumers throughout New England, and 
I question the fairness of that approach, especially since Con- 
necticut has the highest residential electricity consumption of any 
New England State. Indeed, the average monthly household con- 
sumption in profligate Connecticut is 711 kilowatt hours, compared 
to just 479 kilowatt hours in thrifty Maine. [Laughter.] 

Now, under these circumstances, is it fair to impose on the rest 
of New England the cost of this upgrade, and similarly, a related 
question would be, is it consistent with relying on market forces to 
spur people to respond to higher prices? In other words, if people 
in Connecticut are using an inordinate amount of electricity that 
produces this need for a transmission upgrade, why should con- 
sumers in Maine, who have limited their electricity use, have to 
pay for part of that upgrade, and doesn’t that send us in exactly 
the wrong direction as far as using market forces to control de- 
mand? 

Chairman Lieberman. Forget all those nice things I said about 
Senator Collins. [Laughter.] 

Mr. Wood. This is actually in our standard market design rule- 
making one of the most, I don’t want to say contentious, because 
as you are, people are civil about this, but it is a gut issue about 
cost allocation and cost responsibility following the people who 
cause the cost to be incurred. 

We had a full-day conference that we all sat in on with a lot of 
what we call the very smart guys and gals from around the country 
last Wednesday, in fact, on this issue of funding for transmission 
expansions, and there was a curious alignment of people in the 
deep South with New England about this approach, which is called 
participant funding, which is more directly defined as “the bene- 
ficiary pays.” 

I think the take-away from that was, in a market environment 
where you have price signals, which you have got certainly coming 
in New England with the implementation of some new market 
rules later this year, with proper rights being vested in trans- 
mission rights, which we have in New England, New York, and 
PJM, and an independent administrator, which you have certainly 
got in New England, that it is a lot easier to allocate the cost and 
identify the beneficiaries and allocate them. 

So in your case, I think of all the places in the country, New 
England, New York, and PJM are probably closest to being able to 
discretely identify who the beneficiary is and then make sure that 
that party pays for it. 

The current policy, however, with ISO New England and with 
the six States up there is kind of a split one, which was explained 
to us pretty eruditely by Chairman Dworkin from the State of 
Vermont, who was very kind to point out that they are always 5 
percent of the total amount of load, and I don’t know if he is 
thriftier than Maine or not, but he was definitely of a mindset that 
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we ought to move to the more beneficiary pays approach on trans- 
mission, but they are not there yet. 

There is a two-part work. There are very big transmission facili- 
ties there, spread over the region, because they are viewed as bene- 
fitting the entire reliability of the region. If there are more local- 
ized facilities, lower voltage, for example, that can pretty much 
keep the power located in the neighborhood, then those are billed 
directly too. 

So I am not sure what the actual transmission needed in Con- 
necticut would be, but I think under the current rules in New Eng- 
land, some of that could, in fact, be spread across the entire region, 
but some of it would also be direct billed to the people that take 
service in that particular area. 

So it is in transition in New England, from the world of just 
dump it in the bucket and spread it over everybody, the peanut 
butter method, to the more, I guess, precise method of allocating. 
But it is not all the way there yet. For instance, Mr. Dworkin 
pointed out from Vermont, we have “rolled in.” We, Vermont, have 
paid for some of these upgrades in the Boston area, in central Mas- 
sachusetts and in the Rhode Island area, but we haven’t built any- 
thing in Vermont yet to get our fair share. 

So I think when you are halfway through a policy of peanut but- 
ter going to direct bill, you have got to make sure everybody got 
their fair share of peanut butter the first time, and then you can 
call an end and then move to the new system. So I think that is 
going to be kind of hairy to work through, but I think we can get 
there in New England, to that “beneficiary pays” system. But rec- 
ognize that they are partly down the other road than the one your 
question advocates and I think it is going to take some careful 
unknitting of that garment to get it back. 

So I think we will work with them and we will work with you 
on that, and I think we certainly want to, at the core, get the need- 
ed infrastructure in place. If we don’t have that infrastructure in 
place on both the gas side and the electric side, even good old stur- 
dy New England, which has an overbuild of 20 to 30 percent extra 
generation, if they can’t get to where the customers are, it just as 
soon not ever be built anywhere. So you have got gas coming in 
from Nova Scotia, from Western Canada, from the South. I think 
New England is set off beautifully as far as an energy future. We 
just have to make sure the infrastructure is in place to bring it all 
the way to the end-use customer. 

So we will work on the cost allocations, and it is, admittedly, a 
hairy issue right now, but it is something we can certainly work 
through. But the core issue we want to really address through our 
rulemakings is that the incentive be given to build in the first 
place, because we do need it. 

Senator Collins. Thank you, Mr. Chairman. 

Chairman Lieberman. Thanks, Senator Collins. I must tell you 
that the proposal for paying for the new transmission to the South- 
west part of my State was made by the ISO. But thus far, the ques- 
tion of how this is going to be paid for has received very little at- 
tention in Connecticut because there is a tremendous controversy, 
as the Commission may know, about the siting, in other words, 
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about whether additional transmission capacity should be built and 
a lot of residents of various areas don’t want it to be built. 

But it did sound to me like Commissioner Wood was suggesting 
just the kind of independent, centrist, moderate solution that you 
would typically [Laughter.] 

Chairman Lieberman [continuing]. Be sympathetic to. Anyway, 
thank you. 

I just have a last question of you, Commissioner Wood, and obvi- 
ously, I appreciate Senator Collins’ questions — before that last 
one [Laughter.] 

Because they obviously say, not surprisingly, that she shares the 
interest that I and other Members of both parties on the Com- 
mittee have that FERC learn, as you have tried to do now, from 
the Enron scandal and that we feel that you are being as aggres- 
sive and sophisticated as the players out in the deregulated energy 
market and that we have an obligation sometimes to push and 
other times to support you, including with resources as best we 
can. 

My last question is that I gather that you have said somewhere 
that you hope to complete FERC’s investigation into the California 
and Western markets by next February. I always like deadlines 
and I understand that there may be a degree to which the Commis- 
sion is under some pressure, explicit or implicit, to reach a judg- 
ment so that you can restore confidence in the markets, in some 
of the companies involved, but I would just give this precautionary 
word, which is that though we have concluded that Enron behaved 
very badly here, and on the basis of that, we cannot conclude that 
all the other participants in the energy markets in the West or 
elsewhere behaved badly. We also don’t know that they didn’t. 

I mean, at a certain point, obviously, you have got to decide that 
it is over, but I want to urge you not to feel the pressure to reach 
a conclusion before you really have the basis for reaching a conclu- 
sion that the other significant players in the Western energy mar- 
ket did not also act badly, because the worst thing, I think, from 
FERC’s institutional point of view would be to have someone or 
some entity afterward make a compelling case that some of the 
other players out there gamed the system as much as we now know 
Enron did. 

Mr. Wood. Thank you for that. I think the main reason, Senator, 
we embarked last January and February on setting up the inves- 
tigation is there have been and continue to be lingering doubts 
about what exactly happened in California, and we wanted to, I 
think as I mentioned to your colleagues on the Energy Committee, 
we want to really get as far down that food chain as we possibly 
can to understand what happened. If there are bad actors, take 
them out to the woodshed. As your question pointed out, there are 
some good actors who the world doesn’t think are good that are liv- 
ing under this cloud right now, and we are cognizant of the need 
to lift that cloud. 

It is a time line, quite frankly. I asked the lead of the investiga- 
tion to tell me realistically how much time he needed to get 
through all this effort and he said that the first anniversary of its 
public starting would be sufficient time for them, and all the array 
of consultants that we have from the outside working with them, 
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to analyze terabytes worth of data to complete that effort and bring 
it to the public so that they know what we know. 

I appreciate that concern and welcome it, and we are not here 
to make short shrift of a very serious topic, but to do a thoughtful 
effort that you will be proud of, that we will be proud of, and that 
the customers of energy users in this country will think is respect- 
able. 

Chairman Lieberman. I appreciate that. Thank you all very 
much for your testimony, for your work. 

We will call the third panel. I thank them for their patience. 
Commissioner Massey, is your term ending soon, Commissioner 
Massey? 

Mr. Massey. My term ends in June 2003. 

Chairman Lieberman. Oh, you have some time. Commissioner 
Breathitt, I thank you both for your service and we look forward 
to continuing to work with you, Commissioner Wood and Commis- 
sioner Brownell. 

On this last panel, I want to welcome back and again thank you, 
Dr. Paul Joskow and Dr. Frank Wolak. Both Dr. Joskow and Dr. 
Wolak testified before our hearing last year on June 13, and that 
was on the California energy crisis. We have asked them to come 
back today to share with us their thoughts about the events that 
have transpired since June 2001 and the lessons that we and 
FERC should learn, particularly, of course, from the Enron debacle, 
which happened, which collapsed officially or visibly after your tes- 
timony here in June 2001. We greatly benefited from your testi- 
mony on that occasion and we look forward to it now. 

I thank you for your patience, and obviously, your full testimony 
will be included in the record. 

Dr. Joskow, please proceed. 

TESTIMONY OF PAUL L. JOSKOW, PH.D., 1 DIRECTOR, CENTER 

FOR ENERGY AND ENVIRONMENTAL POLICY RESEARCH, 

MASSACHUSETTS INSTITUTE OF TECHNOLOGY (MIT) 

Mr. Joskow. Thank you, Senator Lieberman. It is a pleasure to 
be here again. As you indicated, I last testified before the Com- 
mittee in June 2001, and I thought it would be most useful for me 
to update the comments and observations I made at that time in 
light of 18 months of additional experience. 

A lot has happened in 18 short months and my written testimony 
contains a long list of lessons learned. I do hope it will be included 
in the record. 

Chairman Lieberman. It will. 

Mr. Joskow. I would like to highlight a few of what I think are 
the most important lessons and then to offer a few comments about 
how FERC is doing. 

Creating well-functioning, competitive wholesale and retail elec- 
tricity markets is a significant technical and institutional chal- 
lenge. It is easy to do it badly and it is hard to do it well. Careful 
attention to the details of electricity market design and supporting 
institutions, drawing both on U.S. and international experience and 
active involvement by and cooperation between Federal and State 


lr The prepared statement of Mr. Joskow appears in the Appendix on page 146. 
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regulators in defining and implementing these details is very im- 
portant. 

Electricity’s unusual attributes also create unusual opportunities 
to exercise market power and to engage in a wide range of behavior 
to drive prices up to supra-competitive levels. If you doubted this 
18 months ago, I hope that you are convinced now. 

Good market designs and appropriate supporting contractual and 
institutional arrangements can help to reduce the incentives and 
ability of suppliers to drive up prices. However, that is not enough. 
An effective, credible, and professional market monitoring and en- 
forcement system must be in place to measure and evaluate market 
performance, to identify actions necessary to improve market per- 
formance where it is poor, to enforce market rules, and to punish 
those who violate them. 

At the same time, it is important to guard against counter-pro- 
ductive regulatory initiatives that undermine the behavior and per- 
formance of well-functioning competitive markets. Hard competi- 
tion is to be encouraged, while unfair competition, unreasonable 
levels of market power, and misleading or fraudulent presentations 
of financial and market information must be mitigated by effective 
oversight and appropriate sanctions when abuses are found. Find- 
ing the right balance between regulating too little and regulating 
too much continues to be an important challenge. 

More broadly, I think, as we look out into the future of the elec- 
tric power industry, it is going to be important to adopt policies to 
support an evolution to an industry structure where merchant gen- 
erators make most of their money by building and operating power 
plants cheaply and reliably and selling most of their output under 
longer-term contracts to financial intermediaries, to load-serving 
entities, and directly to large consumers. That is, we want to de- 
sign markets so that firms earn their money by being the lowest- 
cost suppliers, rather than being good at engaging in behavior to 
increase price spikes and to game market rules. 

In response to the events and revelations of the last 18 months, 
public and investor confidence in competitive electricity markets 
has been shaken and several States that planned to introduce re- 
structuring, wholesale and retail competition initiatives have de- 
layed or suspended their programs. Unless the credibility of the 
markets, the market participants, and those who regulate them is 
restored, it is unlikely that there will be support from additional 
States to extend electricity restructuring and competition initia- 
tives or that capital will be forthcoming at a reasonable cost to pay 
for needed investments in generating capacity and vitally needed 
transmission infrastructure. A credible commitment by FERC to 
protect consumers from poor wholesale market performance is a 
necessary condition to restore public confidence. 

In my June 2001 testimony, I was extremely critical of FERC’s 
responses to the California electricity crisis, and I have reproduced 
some of those criticisms in my written testimony here. While there 
is plenty of blame to go around for those events, it is quite clear 
that FERC did too little and acted too late to avert the crisis. The 
question is, has anything changed, and I think the answer is yes. 

I think that FERC has made a lot of progress in the last 18 
months under Chairman Pat Wood’s leadership and has responded 
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positively to the criticisms that I made in mid-2001. I am generally 
pleased with the tone that has now been set at the top, the institu- 
tions that are being created to monitor electricity and gas markets, 
and with the electricity market reform initiatives that have been 
undertaken. 

The Chairman and the other FERC commissioners have repeat- 
edly made it clear to market participants that they are committed 
to creating well-functioning, competitive wholesale markets and 
that they will not tolerate efforts to manipulate prices, violate mar- 
ket rules, engage in fraud and other market abuses, and they have 
taken some actions to show that they are serious about these com- 
mitments. 

However, as Commissioner Massey said a little while ago, the 
proof is in the pudding. Several important investigations and 
rulemakings are in progress and their outcomes and consequences, 
necessarily, remain uncertain. Institutional cultures also can take 
a long time to change. Only time will tell whether this view at the 
top has been fully institutionalized within the agency and whether 
FERC delivers on its renewed commitment to mitigate market 
power, punish those who violate market rules, and ultimately to 
adopt sound policies that improve electricity market performance. 

Let me just end, if I could have 10 more seconds 

Chairman Lieberman. You can take a little more time, if you 
want. 

Mr. Joskow. I have been working on electric power regulation 
and industry restructuring and competition for 30 years, and I 
really want these reforms to work. It is especially important for us 
in New England. We have gone very far down this path. Clearly, 
this was a much more difficult initiative than many had antici- 
pated, but I do feel, finally, that we have leadership at FERC that 
is taking these challenges very seriously. While I don’t agree with 
all of their proposals, I do very much hope that we will all encour- 
age them to continue the efforts that they have begun in the last 
12 or 18 months. Thank you. 

Chairman Lieberman. Thanks, Dr. Joskow. 

Dr. Wolak, welcome back and thank you for being here. 

TESTIMONY OF FRANK A. WOLAK, PH.D ., 1 DEPARTMENT OF 
ECONOMICS, STANFORD UNIVERSITY 

Mr. Wolak. Senator Lieberman, thank you very much for the op- 
portunity to appear before you. Although my oral comments focus 
on the lessons learned from the California crisis, my testimony also 
provides a diagnosis of the crisis and the interventions that led to 
its solutions. 

At the start, I would like to emphasize that the California crisis 
was not a market failure but a regulatory failure, and con- 
sequently, the key to preventing future California crises or even 
Enron bankruptcies is for the Federal Energy Regulatory Commis- 
sion to focus on regulating rather than simply monitoring whole- 
sale energy markets. 

Under the former vertically integrated regime, aggressive whole- 
sale market regulation was largely unnecessary because State reg- 


lr The prepared statement of Mr. Wolak appears in the Appendix on page 159. 
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ulators were the primary line of defense for consumers. They set 
the retail prices that the utility could charge for all its customers, 
and this effectively set the maximum wholesale price at which a 
utility could produce or purchase power. And in addition, the inte- 
grated resource planning process between State regulators and 
utility insured that the utility had sufficient energy capacity in 
generating facilities or long-term contracts to meet its load obliga- 
tions. 

But as the events in California from May 2000 to June 2001 visi- 
bly demonstrate, if all electricity is purchased from a wholesale 
market, State regulators have little, if any, ability to control whole- 
sale prices. The wholesale market regulator is the primary line of 
defense for consumers, and under this market structure, light- 
handed wholesale market regulation can lead to enormous con- 
sumer harm. 

As discussed in detail in my written testimony, there was no 
shortage of effective market monitoring in the California market 
from the time it started in April 1998 to the present. Both the Cali- 
fornia Power Exchange and the ISO had their own internal market 
monitoring units, and the PX and ISO each had independent mar- 
ket monitoring committees overseeing the performance of the mar- 
kets, and all of these entities, as David Berick discussed, had pre- 
sented reports starting in the summer of 1998 on the performance 
of the California market, documenting the exercise of market 
power. 

What allowed the California crisis to occur was the fact that 
none of these entities had the authority to implement market rule 
changes or penalty mechanisms to limit the incentive suppliers had 
to exercise unilateral market power or violate California market 
rules. Consequently, the California crisis occurred not because of a 
shortage of observers with radar guns recording the speed of cars 
on the highway, it occurred because of a lack of traffic cops writing 
tickets and imposing fines on cars that exceeded the legal speed 
limit. 

Only FERC has the authority to implement market rule changes 
and make the regulatory interventions necessary to improve mar- 
ket performance. Consequently, it should concentrate on designing 
proactive protocols for rapid regulatory intervention to correct mar- 
ket design flaws as quickly as possible and order refunds as soon 
as unjust and unreasonable prices are found. In this regard, I have 
four recommendations I will briefly outline. 

First, FERC must provide a transparent definition of what con- 
stitutes unjust and unreasonable prices in the wholesale market. 
These markets have been in existence in the United States for 
more than 4 years and FERC has still yet to provide such a defini- 
tion. This makes the job of market monitor much like that of a 
snipe hunter at summer camp. The camper is given a burlap bag 
and a flashlight and sent out into the night to look for a snipe, but 
no one has ever told him what a snipe looks like. For the exact 
same reason that no camper has ever caught a snipe, it’s impos- 
sible for the market monitor to ever find the evidence of unjust and 
unreasonable prices to bring to FERC’s attention because it has 
never been told by FERC what those are. 
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This FERC policy creates unnecessary regulatory uncertainty 
and increases the likelihood of a California crisis in another part 
of the United States. Setting a transparent ex ante standard for 
what constitutes unjust and unreasonable prices is substantially 
less difficult than doing what FERC is currently attempting to do 
in its refund proceedings. 

Moreover, several parties have made detailed submissions to 
FERC outlining suggested methodologies for such a standard, and 
given its statutory mandate to protect consumers and the growing 
evidence that all suppliers possess significant market power under 
certain conditions, what FERC really must address is whether — es- 
sentially, the concept of harm, specifically, what wholesale prices 
reflect sufficient market power for a long enough period of time 
over a long enough geographic area to justify being called unjust 
and unreasonable and, therefore, worthy of regulatory intervention. 

My second recommendation is that FERC should also specify in 
advance what regulatory intervention will occur if this standard is 
violated with as much clarity as possible. If all market participants 
are able to construct the index used to determine prices are unjust 
and unreasonable, then the market will become self-regulating be- 
cause participants can take unilateral actions to avoid this regu- 
latory intervention, and in this way, there will once again be less 
regulatory undertaint and less likelihood of a California crisis. 

My third recommendation concerns FERC’s current methodology 
for determining whether prices are unjust and reasonable and re- 
funds are due. Specifically, in both public statements and many of 
the statements made today, the commissioners have stated that it 
must find the bad actors and punish them for causing unjust and 
unreasonable prices. While I think it is important to find market 
participants that violated market rules and take back their ill-got- 
ten gains, as well as penalize them for their violation of market 
rules, I think it is important, as emphasized in my testimony, that, 
essentially, the legal actions of privately-owned firms to serve the 
interest of their shareholders can result in the exercise of enormous 
market power. 

In short, there is no need for malicious or manipulative behavior 
by any market participant for wholesale markets to produce unjust 
and unreasonable prices, and moreover, the Federal Power Act 
does not specify that prices must be the result of malicious behav- 
ior by market participants in order for them to be deemed unjust 
and unreasonable. It only requires that prices be unjust and unrea- 
sonable as determined by FERC and, hence, they must order re- 
funds. 

The final recommendation that I would like to make concerns the 
necessity of comprehensive and accurate data on the physical char- 
acteristics of plants, input, prices, and a variety of other character- 
istics of the wholesale market. This is necessary for effective regu- 
lation. And in particular, it is effective for demonstrating essen- 
tially the first — it is very necessary for the process of determining 
what are unjust and unreasonable and wholesale prices, and fi- 
nally, I think, more important, it is necessary to provide tangible 
evidence of how well FERC is doing in delivering the economic ben- 
efits to consumers that they would not have received under the 
former vertically integrated utility regime. 



65 


So, consequently, particularly during this initial period, FERC 
should substantially increase and not reduce the amount of data it 
collects from market participants if it would like to be an effective 
and credible market monitor. 

In conclusion, I would just like to emphasize that I think FERC 
has made enormous progress over the last year addressing many 
of these issues, but I also believe that a number of significant chal- 
lenges remain, as I have discussed above, but I am confident that 
with Chairman Wood at the helm, FERC will overcome these. 
Thank you. 

Chairman Lieberman. Thanks, Dr. Wolak. 

It is significant that both of you have been encouraged by the 
last year under Chairman Wood’s leadership. I have to say that we 
have been, too, although we think that a lot more has to be done, 
and I guess you would agree with that, as well. 

I was interested, Dr. Wolak, that you view the California crisis 
not as a market failure but as a regulatory failure, and I do think 
you are right. It strikes me that what we are all saying here, in- 
cluding the commissioners, is that deregulated markets still re- 
quire regulation. Perhaps we have to find a new terminology. In 
other words, when we go from rate setting by a public authority 
to rate setting by the market, there is still a need for the traffic 
cop on the beat or on the highway. Do you both agree? 

Mr. Joskow. Yes, Senator. I think maybe it is a different kind 
of regulation. It is a function of establishing market rules, market 
oversight, and identifying problems in the markets and finding 
remedies for them that is quite different from the process of gath- 
ering costs together and setting traditional public utility rates. 

And I don’t think that is just true of electricity markets. There 
is no such thing in a market economy like ours as completely un- 
regulated markets. The New York Stock Exchange has market 
rules. We have a regulator, the CFTC. There are a variety of rules 
that govern many markets, and especially in the electric power in- 
dustry, because of its unique characteristics and because it is in a 
transition from an old system to what we hope is a new system, 
but very much in transition. It is very important that regulators 
play a role in monitoring and regulating the essential activities 
they have to do to ensure that these markets perform well and 
progress in the directions that we hope they will. 

Chairman Lieberman. Dr. Wolak, did you want to add anything? 

Mr. Wolak. Yes. I really think that you hit the nail right on the 
head and that the way I like to characterize it is that the regu- 
latory process evolved from something that is very lawyer- and ac- 
countant-intensive to something that is very, I guess the best way 
to say it is economist intensive, in the sense that what you are de- 
signing is no longer just and reasonable prices through a regu- 
latory mechanism and setting them. You are interested in setting 
just and reasonable rules, in other words, setting up incentive 
structures where the privately profit maximizing actions of the 
market participants result in outcomes that you, as the regulator, 
perceive as just and reasonable. 

And in that sense, it really does require a tremendous shift in 
how you think about doing your business as a regulator, and I 
think many of the comments that were presented earlier today, em- 
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phasize that fact, that it really requires a tremendous change in 
how FERC thinks about its business. 

Chairman Lieberman. I thank you. Let me go back just a bit to 
the history here, and Dr. Wolak, you were involved as a partici- 
pant. Your market monitoring committee was providing reports to 
FERC, raising concerns about the exercise of market power by 
players in the Western markets going back, I believe, to 1998. 
There were other participants, including the California Inde- 
pendent System Operator, which, of course, operates the electric 
grid in California, and the investor-owned utilities like Southern 
California Edison that also were raising concerns. 

But FERC did not seem to respond. When the prices began to 
spike in 2000, they seemed genuinely to be surprised and they con- 
ducted the investigation that I described long ago in my opening 
statement today and talked about the danger of excess market 
power being exercised, but didn’t find any particular players in the 
market who were doing so. 

As we now know, Mr. Belden, the Enron trader, now has ac- 
knowledged participating in fraudulent trading schemes occurring 
as far back as 1998. The California ISO in 2001 did an analysis of 
15 companies, including Enron, showing that they exercised mar- 
ket power excessively during the crisis. But throughout this, FERC 
never initiated an investigation of the behavior of individual com- 
panies and, in fact, didn’t start, as Commissioner Wood said, until 
February of this year. 

This just seems to underlie what you were trying to do earlier 
in your role with the market monitoring committee. I wonder if you 
can respond to that story, that series of facts that I have described, 
indicate perhaps some of the information that you gave, the market 
monitoring committee gave, to FERC during that period and indi- 
cate whether you think that in the current reality under Commis- 
sioner Wood, that having had the experience we have had, that 
FERC’s reaction would be different. 

Mr. Wolak. Yes. This gets back to my major, what I would argue 
is my single recommendation, is that you have to define what is 
unjust and unreasonable prices in order to ever find it. So, effec- 
tively, what the market surveillance committee that I chaired did 
is we said, well, we haven’t been given any guidance what the 
snipe looks like. So what we are going to do is essentially use eco- 
nomic theory and standard economic methods to define what we 
think it should be and then we are going to tell you that we think 
that it — and then we are going to go look for it, and then that was 
effectively what each of the reports did, was said this is what we 
think the exercise of market power is, this is the extent to which 
we think it is occurring, and then we presented that information 
to FERC. 

But, as I said, the difficulty was — there was no definition from 
FERC given as to what would constitute the unjust and unreason- 
able rates. It was much more of a “we will know it when we see 
it,” and it took a long time to see it. 

Chairman Lieberman. Is that an area that Congress should 
tread into, or is that really something we should push FERC to do, 
that definition that you have just talked about? 
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Mr. Wolak. I think it is definitely the second one, of certainly 
pushing them to do. I think they certainly have the capability to 
do it and I, as I said in my testimony, have been provided with a 
lot of input. I will freely admit, it is a difficult process, just in the 
same sense of determining what are prudently incurred costs in a 
regulatory hearing is a very difficult process. 

The same sort of thing is true here, but that is why we have reg- 
ulators. They make the tough decisions, and I think that is what 
we need FERC to really do and that will, I think, provide this cer- 
tainty to market participants to know, look, if things get this out 
of hand, intervention is coming as sure as the sun will come up, 
and in that sense, we will have a strong interest to working to 
solve the problems, rather than what happened in California was 
it was almost no end to the largess that was available to be taken 
by essentially market participants, particularly once the State 
started buying, because the State has the power to tax. 

Chairman Lieberman. So that definition has not really been 
forthcoming yet? 

Mr. Wolak. No, unfortunately. 

Chairman Lieberman. And notwithstanding your encourage- 
ment, and with the way Commissioner Wood and the Commission 
has been going, you would say that remains the most significant 
piece of unfinished business for them? 

Mr. Wolak. Yes. With that sort of metric in place, I think that 
it becomes — then what you have given is teeth to the just and rea- 
sonable rate standard in a wholesale market regime and you have 
given clarity to it, so that I think it then enables the regulatory 
process to function in a transparent manner around that. 

Mr. Joskow. Senator, if I could just add to that, I think it is not 
that complicated. Frank, I, and others have advocated basically de- 
veloping a set of market performance indices that the FERC staff 
would look at on a continuing basis to signal when markets seem 
to be performing in ways that appear to be inconsistent with com- 
petition. That doesn’t mean that there is necessarily a problem. It 
does not mean there are necessarily bad actors. But it becomes a 
signal for further investigation. 

I think, quite frankly, the current effort to run around and try 
to find evil doers is not the right way to do it. First of all, it is very 
time consuming. It waits for complaints. I would rather see them 
focus first on evaluating the performance of the markets in dif- 
ferent parts of the country, and when they see what appears to be 
a performance failure, to then trigger a more detailed investigation 
of what is going on. 

I will just give you an example with natural gas. In the fall and 
early winter of 2000, natural gas prices delivered to California rose 
to enormously high levels, levels no one had ever seen before. I 
have no idea why it happened. I haven’t studied it. But I can tell 
you, if I had been at FERC at that time, we would have done a 
study, we would have done an investigation then, not now, but 
then just to understand that was going on and not just to assume 
that it must be the result of the interplay of supply and demand. 
It might have been completely innocent, but an indicator like that, 
when gas prices are ten times normal, should trigger the idea that 
it requires further exploration. 
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So I think it requires a change in mindset of a regulatory agency 
that was used to respond to complaints and used to setting rates 
based on accounting costs to one that really has to have an ongoing 
feeling for what is going on in these markets and engaging in an 
ongoing assessment of how these markets are performing. My hope 
is that the new Office of Market Oversight and Investigations will, 
in fact, develop this kind of capability in much the same way as 
the self-regulating exchanges, like the New York Stock Exchange 
and the CFTC, have protocols to look for unusual trading behavior, 
and when they see unusual trading behavior, they will go and they 
will investigate it. We need that kind of a mindset here. 

Chairman Lieberman. Let me just pick up on your last point and 
ask you if you want to say any more about the Office of Market 
Oversight and Investigations. As you heard, Mr. Berick said it was 
a good step and didn’t think it was adequately staffed yet, but was 
concerned also about whether — or let me put it another way — that 
the creation of the office was not sufficient indication yet to show 
that FERC understood that effective regulation is not just better 
rules, but more active enforcement. 

Mr. Joskow. I have been urging FERC to set up an office like 
this since 1996, and the models I had were the Antitrust Division 
of the Justice Department, the Federal Trade Commission, the 
CFTC. So I am very pleased that they have taken the steps they 
have to create an office with the kind of staff and the kind of goals 
they have. 

Obviously, as I said, the proof is in the pudding. We haven’t seen 
yet what they are going to do and how they are going to perform, 
so I think we need to continue to observe how this new office oper- 
ates and performs. However, and I haven’t seen your report, when 
I heard there were 250 people, my reaction was, that is an awful 
lot of staff, not the opposite. I think the Antitrust Division, the 
Economic Policy Office has about 40 professionals and the Federal 
Trade Commission has about 40, as well. But I think we will just 
have to evaluate over time whether FERC’s market monitoring of- 
fice has the resources to make this happen. 

I am more concerned about institutionalizing this perspective in 
the agency. I don’t think it should be something that just depends 
on Pat Wood. I mean, President Bush could appoint Pat Wood to 
some other job, and I think we wouldn’t want this new perspective 
and this new focus to be dependent on one individual. I think we 
should be looking at whether Pat Wood and the other commis- 
sioners are successful in bringing in senior managers and staff who 
have this new view of what their jobs should be. 

Chairman Lieberman. Dr. Wolak. 

Mr. Wolak. Thank you. I just wanted to respond to the issue of 
resources and the role of the new part of FERC, and that is that 
I think one of the other lessons from the California crisis was that 
these markets require day-to-day, on-the-ground monitoring, and I 
think it is extremely difficult for the Office of Market Oversight 
and Investigations to really get involved in that. 

So what I guess I would say is I am not sure that they really 
need more resources, but I just think that they need to delegate the 
responsibilities for undertaking the duties that they are charged 
with to the ISO market monitoring units and the like. In par- 
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ticular, there are lots of — it is just many of the FERC orders, par- 
ticularly during the 2000 period, reflected a misunderstanding of 
many of the California market rules. This is clearly, I think, ex- 
plainable by the fact that all these markets are very complex and 
there is also 3,000 miles between Washington and California. 

So that really, I think, the proper way to do it is to allow much 
more discretion to the monitor at the ISO, and if you are worried 
about independence, then you can certainly put restrictions on 
that. But then have the Office of Market Oversight and Investiga- 
tions handle the big problems and really set the policy for the other 
monitors, because I think trying to get in, as Commissioner Wood 
said, there are literally terabytes of data. You have to look through 
it carefully, and if you don’t understand the real details of things, 
you can really make a mess of it. 

So in that sense, I think that the better way to go is the 
hierarchial structure, where you are essentially delegating most of 
the responsibility for the, if you like, dirty stuff to the ISO, where- 
as FERC is setting the policy agenda and really listening to ap- 
peals from the ISO. 

Chairman Lieberman. Thank you. Interesting. 

Mr. Joskow. The standard market design rule that has been pro- 
posed includes a requirement that each region have an inde- 
pendent market monitor, and I agree with Frank. I think one of 
the keys here is to find a way for the market monitoring and over- 
sight people at FERC to interact closely with the market monitors 
in the regions to give the market monitors in the regions substan- 
tial discretion on a day-to-day basis and to have a very close work- 
ing relationship with them. 

Frank is probably too modest to say this, but his market surveil- 
lance committee, as well as the market surveillance committee of 
the California Power Exchange, wrote numerous reports identifying 
problems in the markets long before 2000 and wrote numerous re- 
ports and made numerous suggestions during 2000 and 2001 which 
were largely ignored by FERC. And that is a problem, I think, that 
really needs to be fixed. If we are going to have these market moni- 
toring units, as I think we should, they have to be able to work in 
a close, collaborative fashion with the staff at FERC, as well. 

Chairman Lieberman. I appreciate your pointing that out, and 
I took that to be one of the conclusions of our staff report, as well, 
and thank Dr. Wolak for what he did in that regard. 

If I continue this hearing much longer, I will be accused of not 
wanting to yield the Chairmanship, ever, by just keeping the hear- 
ing going, so I will ask this final question. But your testimony has 
been very substantive. As always, I wish we got you on earlier. But 
it has affected us and we will circulate the record. 

Coming out of the Enron scandal and particularly the crisis in 
the Western energy markets, California, Oregon, Washington, etc., 
there has been a lot of second looking at energy market deregula- 
tion generally. There are some States that had been on the way to 
doing deregulation and have now pulled back. We talked about this 
a bit just a few moments ago, but what is your counsel here? Am 
I correct that neither of you would say that energy deregulation 
was a bad idea, but that other kinds of regulation have to stay in 
effect for it to work? You just can’t say, OK, no more rate setting 
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and walk away. You have got to have the State trooper on the 
highway, making sure people don’t go way over the speed limit. 

Mr. Joskow. I think the changes that have been initiated to pro- 
mote wholesale and retail competition in the long run can accrue 
to the benefit of consumers, but it has to be done right. It requires 
appropriate industry structures and restructuring. It requires ap- 
propriate market rules, and it requires appropriate ongoing regu- 
latory oversight and actions by FERC and the market monitors in 
the regions. 

I think, in a way, the Northeast is going to be a laboratory for 
this. We are very far along down the path. We share a vision with 
FERC for what wholesale and retail markets should look like. I 
don’t think it would be unreasonable, if I were the governor of a 
State like North Carolina or South Carolina or Georgia, to say, be- 
fore we change our system, which seems to work pretty well, we 
have low prices, reliable supplies of electricity, why don’t you guys 
show us if you can make it work? 

So I think the challenge I feel, both as an academic and as a cit- 
izen of New England, is to work with public policy makers and the 
market participants to demonstrate that these reforms can work to 
the benefit of consumers, as it has in a number of other countries. 

Chairman Lieberman. Thank you. Well said. Dr. Wolak. 

Mr. Wolak. Yes. I would like to say it as we should have de- 
mand pull restructuring rather than supply push restructuring, in 
the sense of rather than FERC going out and saying, you must re- 
structure your market and sort of forcing States kicking and 
screaming into joining RTOs and the like, I think a better way to 
go is exactly the way Paul Joskow suggested, is make sure you get 
the markets that you currently have restructured working very 
well so that then people look over and they say, I want some of 
that. That is a market that works. That is delivering low prices to 
consumers. I would like to join that RTO. I would like to get the 
benefits that people who are located in that State are getting, rath- 
er than the other way, where you are pushing States into it. 

Another lesson I think we can learn from California is that if the 
State infrastructure isn’t in place to support a competitive market 
at the wholesale level, and by that I mean the retail market infra- 
structure, then disastrous results can occur for the wholesale mar- 
ket, which can impose significant consumer harm. So in that sense, 
unless you have the States really working to cooperate, it really 
makes FERC’s job much more difficult. So, therefore, certainly 
given the point that we are at, a far superior, I think, strategy is 
to make the ones that we have got work very well so that then peo- 
ple in the other States will say, I will make the necessary changes 
to make it work well in my market, as well. 

Chairman Lieberman. Well said. Once again, both of you have 
contributed very significantly and substantively to the work of the 
Committee. I thank you very much for your time and for your testi- 
mony. 

I am going to, without objection, make documents referenced in 
the staff memo, such as have been designated by staff, part of the 
public record, as was discussed earlier. 

I do want to thank David Berick and the staff for the enormous 
contribution they made in the report today. I know some of the 
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questioning took them off the four major cases that they had been 
on, but I think the substance and constructiveness of the work 
speaks for itself and I certainly heard Commissioner Wood and the 
other commissioners welcome the work that was done here, even 
accept some constructive criticism, and I am very hopeful that it 
will be part of an ongoing effort by all of us to make our energy 
markets deregulated as they are now, in that sense, nonetheless 
function with some remaining oversight and monitoring to the ben- 
efit of all concerned, particularly the consumers. 

I will leave the record of the hearing open for a couple of weeks, 
if any Members have additional questions to submit, and if so, we 
will submit them to the witnesses. 

With that, I thank you all and the hearing is adjourned. 

[Whereupon, at 2:21 p.m., the Committee was adjourned.] 




APPENDIX 


PREPARED STATEMENT OF SENATOR BUNNING 

Thank you, Mr. Chairman. 

The Governmental Affairs Committee started off the year holding hearings on 
Enron’s collapse, so I suppose it is fitting that we end the year on the same note. 

Today, we look at whether FERC could have done more to detect the corruption 
and mismanagement at Enron. 

Unfortunately, when you look at the Enron scandal, it appears that many people 
both in the public and private sectors needed to be asking harder questions. 

What is so shocking about Enron is that so many of the safeguards we have in 
place all failed at the same time — both within the government and in the private 
sector. 

In June of this year, GAO issued a report on changes FERC needs to make to 
be more effective in its oversight of competitive energy markets. 

Among other things, the report mentions that FERC needs to make some signifi- 
cant internal structural changes. 

It also recommends that FERC hire more employees knowledgeable about these 
markets as well as improving training of existing employees. 

Finally, the report also mentions that FERC needs more legal authority to go 
after those who engage in anti-competitive or illegal activities. 

In his testimony, Chairman Wood listed the actions FERC is taking to address 
some of these problems. Including working closer with other Federal agencies and 
creating the new Office of Market Oversight and Investigations. 

Similar to the GAO report, Mr. Wood also mentioned that FERC needs Congress 
to increase its civil and criminal penalty authority. 

If you can find a silver lining in Enron’s collapse, I suppose it would be that we 
now have the opportunity to fix and strengthen our system of oversight. 

We need to make the necessary changes to ensure there isn’t another Enron fi- 
asco. 

I would like to thank all of our witnesses who are here today to testify, and I 
am looking forward to hearing from them. 

I especially would like to say “hello” to a fellow Kentuckian, Linda Breathitt. 

Thank you. 
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David Berick 
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Testimony: “Asleep at the Switch: FERC’s Oversight of Enron Corporation” 

Tuesday, November 12, 2002 


Introduction 


Thank you, Mr. Chairman. What I will describe to you this morning, as briefly as 
I can, are findings from the Senate Governmental Affairs Committee’s majority staff 
inquiry into the Federal Energy Regulatory Commission’s oversight, or lack thereof, of 
the Enron Corporation. The findings I will highlight can be found in greater detail in the 
accompanying staff memo being submitted in conjunction with today’s hearing. 

At your direction, Mr. Chairman, in January 2002, the Committee initiated a 
broad investigation into the role of the federal government and private sector watchdogs 
in what was at the time the largest corporate bankruptcy in American history. The 
purpose of the investigation was to determine whether, over a period of ten years prior to 
Enron’s collapse, federal regulators did their job correctly and took reasonable steps, 
consistent with their missions and mandates, to identify and if possible prevent the 
problems that led to Enron’s implosion. 
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In investigating the role of FERC, the federal government’s lead energy regulator, 
the investigation identified four specific areas of concern: Enron’s sale and repurchase of 
certain wind farms; the activities of Enron Online, the electronic trading platform run by 
the company; transactions conducted between Enron and certain Enron-affiliated 
companies; and the well-documented California power crisis of 2000. 

As you will see, the evidence in all four cases reveals a consistent pattern. In the 
face of Enron’s tireless determination to game the system, FERC displayed a striking lack 
of determination to scrutinize the company’s activities. And this was not simply FERC 
becoming another victim of Enron’s misrepresentations; rather, on a number of 
occasions, FERC was provided with sufficient and specific information to raise 
suspicions of improper activities — or had itself identified potential problems — but failed 
to follow through. 

In short, the record demonstrates an extraordinary lack of vigilance on FERC’s 
part and a failure to structure the agency to meet the demands of the new, market-based 
system that the agency itself has championed. While we do not know with certainty 
whether the disclosure of any of the individual activities I will highlight here today would 
have prevented Enron’s collapse, it seems highly likely that more proactive, aggressive 
action by FERC would have limited some of the abuses that appear to have occurred, 
raised larger questions about Enron’s trading practices and other business activities, and 
exposed at least some of the cracks in Enron’s foundation earlier. Perhaps scrutiny by a 
federal agency would have also jolted the Enron Board of Directors and Enron itself into 
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acting to change direction. At a minimum, we believe it would have alerted investors, 
analysts, and hopefully other regulators to look more closely at Enron. 

Enron’s Lobbying Efforts and FERC’s Four Failures 

FERC is an independent federal regulatory agency responsible for overseeing 
America’s energy markets. As such, FERC had — and continues to have - jurisdiction 
over Enron Corporation’s many energy subsidiaries and activities. There were at least 24 
electric, 15 gas pipeline, and 5 oil pipeline subsidiaries or affiliates of Enron subject to 
FERC regulation. Not surprisingly, then, FERC had thousands of contacts with Enron 
over the ten-year period examined by Committee staff concerning Enron’s FERC- 
regulated subsidiaries and affiliates. 

In addition to these contacts with FERC, our investigation also uncovered 
evidence of an aggressive public relations and lobbying campaign that Enron undertook 
in 2000 and 2001 to defend its role in the California power crisis and to seek to influence 
the composition, policies, and practices of FERC. Through public advertising and private 
communications with key decision makers in Washington, Enron’s campaign sought to 
change the debate over the California crisis. After all, Enron was heavily invested in the 
success of the deregulation of energy markets because it represented opportunities for 
Enron’s energy trading and energy services businesses, as well as new market 
opportunities in the United States and overseas. It was important to Enron, therefore, that 
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the California crisis not be blamed on deregulation or market systems, in general, or on 
the market players in a deregulated environment specifically. 

Based on a review of the evidence, majority Committee staff has concluded that, 
among the many Enron-related questions that came before FERC in recent years, four 
stand out as egregious and cautionary examples of regulatory failure. In each case, 
despite ample opportunity and available information, FERC failed to question, much less 
challenge, Enron’s behavior. It is likely that this passive and reactive regulatory stance 
enabled Enron to distort its financial condition, failed to protect energy consumers and 
the energy industry, and failed to prevent or mitigate the ultimate effects of the 
company’s collapse. 

First, wind farms. In January 1997, Enron acquired a number of wind farm 
projects that were considered “qualifying facilities,” or “QF’s, under federal law, and 
were therefore eligible for special rate treatment — meaning, they were allowed to charge 
higher rates than those otherwise generally permitted. 

Shortly after the acquisition of these wind farms, in August 1997, Enron 
completed its acquisition of a public utility company located in Oregon — Portland 
General Electric (PGE). Under federal law, however, projects that are given special 
status as qualifying facilities cannot be owned by a public utility or its holding company - 
- meaning, more than 50 percent owned. Thus, because Enron now owned a public utility 
company, the wind farm projects it had purchased would no longer be eligible for QF 
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status. In order to maintain the QF status of the wind farms, Enron found it necessary to 
divest itself of ownership interests in a number of these projects. In at least four cases, 
however, it appears that Enron did not truly divest itself of ownership, and in fact 
effectively retained the risks and benefits of ownership. 

FERC has the responsibility to certify that ownership requirements and other 
pertinent requirements for QF status are met. Critical details of these apparently sham 
transactions were revealed to FERC. Rather than combing through the financial facts, 
however, FERC failed to apply adequate scrutiny and wound up approving these 
transactions. 

I will take the events chronologically. In 1997, Enron sold a 50 percent interest in 
each of three wind farm projects to a special purpose entity named RADR, allegedly set 
up by Enron Chief Executive Officer Andrew Fastow and his deputy, Michael Kopper. 

In August, Mr. Kopper pled guilty to wire fraud and conspiracy to commit money 
laundering based in part on a scheme he and others allegedly devised to enrich 
themselves and enable Enron to maintain secret control over California wind farms while 
appearing to maintain eligibility for QF status. 

Minutes of a May 1997 meeting of the Finance Committee of Enron’s Board of 
Directors indicate that, although the arrangement was expected to satisfy FERC’s 
requirements for transfer of ownership, it was “not a sale for book purposes” and that 
Enron therefore planned to continue to recognize revenues from the projects. In addition. 
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the minutes describe Enron’s right to repurchase the projects, noting that Enron would 
retain a “call option to repurchase the assets in future and sell in ‘non-firesale’ 
environment” — an indication that the company, forced to divest its interests in the wind 
farms quickly because of its purchase of Portland General, was using the sales to RADR 
to temporarily “park” the projects undl it could obtain what it hoped would be more 
lucrative financial returns. Financially, the minutes reveal that Enron provided 97 
percent of RADR’s initial capital by way of a loan from one of its subsidiaries and that 
Enron intended to indemnify RADR against future tax, environmental, and other 
liabilities. 

The nature of these wind farm transactions is further confirmed by a 2001 
PriceWaterhouseCoopers “due diligence” report on another, related Enron transaction, 
which notes that, because Enron “retained all the risks and rewards associated with the 
projects” and retained an option to repurchase the shares, the wind farm deal was not 
treated as a sale and revenue from the projects were accounted for as income from joint 
ventures. 

Information revealed to FERC in Enron's formal applications for QF status 
should have raised serious questions at FERC as to whether the wind farms’ ownership 
arrangement entitled them to the special rate status. Among other things, Enron’s 
applications stated that the company would loan RADR all the money to purchase its 
interest in the wind farm projects; that an Enron affiliate would indemnify the owners of 
RADR for certain tax liabilities; that Enron would retain an option to repurchase RADR’s 
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interest in the projects; that the land for the facilities would be leased from an Enron 
affiliate; and that the same Enron affiliate would receive fees for providing operation and 
maintenance service to the facilities. 

However, despite Enron offering up all of this information, FERC appears either 
not to have understood or not to have tried to understand the financial arrangements 
described to it by Enron, and it seems that this was not out of the ordinary for FERC’s 
review of QFs. According to the agency’s staff, QF applications are generally reviewed 
at the staff level by engineers or others with technical expertise to determine the facility’s 
compliance with technical requirements, but not necessarily by anyone with financial 
expertise. 

A similar lack of meaningful scrutiny repeated itself in 2000 and 2001, when a 
number of wind farm projects, including the three RADR projects, were re-acquired by 
Enron, and FERC was once again given the opportunity to provide more than rubber 
stamp approval. However, in each case, Enron filed a “self-recertification” with FERC 
informing it of the change in ownership and asserting that the facility — now majority or 
entirely owned by a utility holding company — should maintain its eligibility for QF 
status. Remember, Mr. Chairman, the special QF rate status is supposed to be granted 
only when facilities are not controlled by a public utility or its holding company. 
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Two problems emerged at this point. First of all, as a matter of policy 
FERC never reviewed , the RADR self-certifications, and to this day still never reviews 
self-certifications, for QF status — no matter what the applications may say unless an 
outside party raises an objection. Instead, FERC simply files the form away, as it did in 
the case of RADR. Another case where Enron took advantage of the weaknesses 
inherent in this self-certification system occurred in November 1998 when Enron self- 
certified a new ownership arrangement for another wind farm project known as Cabazon. 
In this case, Enron self-certified that it had transferred 50% ownership in the project to a 
non-profit organization, The Nature Conservancy, within the meaning of FERC’s QF 
ownership requirements. In fact, Enron did not actually transfer an ownership interest, 
only a right to 50% of the net profits — a condition which did not meet actually meet the 
FERC ownership test. Indeed, The Nature Conservancy did not consider itself to have 
any ownership interest in the Cabazon project. However, because this ownership change 
was the subject of a self-certificadon, it was not reviewed or contested by FERC. 

Second, Enron took advantage of a regulatory black hole between FERC and the 
Securities and Exchange Commission. Enron told FERC in its self-recertification 
application that it was eligible to own the wind farms because it had applied to the SEC 
requesting a special exemption under the Public Utility Holding Company Act, which 
would permit it to retain QF status for the wind farms. And it did have such an 
exemption request pending at the SEC. That application remained pending, however, for 
two and a half years. In fact, the SEC is only now considering its merits. 
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Meanwhile, from the moment the application was on file at the SEC, for FERC’s 
purposes it was deemed to have been approved. The two agencies never communicated 
with each other about the substance of the application. Instead, EERC’s practice was — 
and still is — to treat a company’s “good faith” application to the SEC alone as sufficient 
for the company to qualify for this exception. Enron got the benefits of the QF status and 
retains them to this day. 

Mr. Chairman, imagine two outfielders, each hoping the other will claim a pop 
ball, only to let it drop right between them. This is the net result of the regulatory black 
hole between FERC and the SEC. 

The second area in which FERC failed to adequately scrutinize Enron’s 
activities was Enron Online. 


In 1999, Enron Corporation played a lead role in a fundamental shift in the way 
natural gas and electric power were traded in America, by creating Enron Online, an 
Internet-based trading platform for natural gas and electric power. Online energy trading 
became a significant portion of the energy trading market: in 2001, it was estimated to 
account for approximately 38 percent of natural gas and 17 percent of electric power 
marketed in the U.S. Until Enron’s bankruptcy, Enron Online was widely acknowledged 
to be the leading platform for such trading. Enron, in tum. lauded itself for its trading 
capabilities and rapidly expanded the range of commodities it traded - from paper to 
broadband communications capacity. 
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The public policy implications of this fast-emerging energy trading method 
interested FERC — at least up to a point. In May 2001, FERC’s General Counsel initiated 
a staff-level inquiry into the status of electronic trading in the electric power and natural 
gas markets, in general, and the role played by Enron Online, in particular. FERC staff 
were asked to evaluate Enron Online’s dominant position in electronic trading in the 
energy industries and to determine whether that position might be exploited to manipulate 
prices and otherwise contort the energy market. A report discussing these matters was 
completed on August 16, 2001. 

The report found that, unlike some online trading platforms which operate as 
third-party, “many-to-many” exchanges matching willing buyers and sellers, Enron 
Online appears to have operated as a proprietary extension of Enron’s trading units, 
including entities regulated by FERC. In other words, in this so-called “one-to-many” 
exchange, an Enron trader was a party, either as a buyer or seller, to every trade on Enron 
Online. Therefore, only Enron would know valuable information about the actual 
volumes and prices transacted on its trading platform — and, of course, how the prices 
charged in any particular transaction were set or how they compared to those charged in 
other, similar transactions. 

The report also observed that Enron Online simply served as a trading platform 
for other Enron subsidiaries, shouldering no financial risk on its own. In other words, the 
financial risk of all the trades conducted through Enron Online remained with these other 


10 



84 


subsidiaries and, since Enron’s traders were a party to every trade, this risk was 
substantial. This also meant the solvency of Enron as a whole was important to the 
viability of Enron Online and to Enron’s trading activity. 

With that observation in mind, the report asked whether financial problems at 
Enron would threaten the energy markets. The report answered the question in two ways. 
First, it concluded that Enron did not have sufficient market share to disrupt the energy 
market if it failed. As we describe in our memorandum, this conclusion was based on a 
cursory analysis of the entire North American energy market rather than a more thorough 
attempt to scrutinize individual regional markets — which would have yielded a much 
more complex and much more troubling picture. Second, the report concluded that, in 
any event, the chance of Enron failing financially was remote. The report provided little 
support for this conclusion, and has obviously been disproved over the last year. 

Finally, the report found that Enron Online gave a competitive advantage to 
Enron’s own trading units by reducing their transaction costs, giving them wider access 
to the market, and providing them better market intelligence, but concluded that there 
was no reason for concern. This conclusion also appeared the result of wishful thinking; 
there is now evidence, described in a recent FERC staff report, that Enron in fact likely 
exploited this advantage to manipulate prices, particularly in California and the Western 
markets. 
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In short, though the FERC report identified a number of areas that could have and 
should have raised concerns with federal government’s lead energy regulator, it found no 
reason for concern and no cause for action. Quite simply, EERC’s review was too 
cursory, settled for incomplete answers, drew the wrong conclusions, and the agency 
ultimately failed to follow up on the warning signs it did raise. These were critical 
mistakes. 

Another very troubling facet of the August 2001 report is that it was not 
distributed to any of FERC’s commissioners prior to, or during, Enron’s collapse to 
inform their decision-making with regard to this event, and it is unclear at what point any 
of the information contained in the report may have been provided to the Commission. 
Thus, a report that might have served as a warning wound up being little more than a 
footnote in the story of Enron’s collapse. 

Finally, FERC initially did not even bother to address a critical but unresolved 
question — namely, to what extent FERC and the Commodity Futures Trading 
Commission, both of which have some regulatory responsibility for energy trading, had 
jurisdiction over such electronic trading platforms. This was despite the fact that Enron 
Online and similar systems were at the time expected to become the dominant way in 
which both electricity and natural gas were traded. A FERC legal memorandum 
analyzing FERC’s jurisdiction over online trading, including Enron Online, was to have 
been prepared in August 2001. That memorandum was not completed until July 2002 - 
after Chairman Lieberman raised questions about it — creating another regulatory black 
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hole, and leaving any thorough scrutiny of Enron Online and other electronic trading 
platforms to languish. 

One final footnote about the 2001 Enron Online inquiry is that it also examined 
the issue of how pricing information from Enron Online might distort published market 
price indices, such as those reported by trade publications like Natural Gas Intelligence 
and Gas Daily. The FERC staff report noted that such indices were comprised of 
anecdotal, unconfirmed information and that information provided from a source such as 
Enron Online could be subject to manipulation. At the time the staff was examining this 
issue, the Commission was promulgating its order on refunds for the California market, 
which included a methodology for determining baseline electricity generation costs tied 
to these published prices indices. The concerns expressed by the Enron Online inquiry 
staff concerning these indices were never communicated to the Commissioners 
considering the refund issue, nor was other relevant information compiled by the Office 
of the Chief Accountant concerning electric generation costs in the California market. 
The significance of these failures is highlighted by the FERC staffs August 2002 report 
on its ongoing Enron investigation which found that published price indices in the 
California market were unreliable and may have been distorted or even manipulated by 
data from Enron Online. The 2002 report recommends that, as a result, the Commission 
modify its California refund methodology. 
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Mr. Chairman, our third area of review was Enron’s affiliated transactions. 

Whenever a company conducts transactions among its own affiliates there may be cause 
for concern about fair dealing. One concern is that where one affiliate has captive 
ratepayers, a one-sided deal may impose financial burdens on those ratepayers. Another 
concern is that one affiliate will treat another with favoritism at the expense of other 
companies or in ways detrimental to the market as a whole. 

Based on our review of the evidence, we have concluded that existing regulatory 
rules and tools, in the hands of a passive FERC, proved inadequate to deter Enron, as the 
company now appears to have engaged in a number of inappropriate interaffiliate 
transactions. 

Just one example are the loans two of Enron’s natural gas pipeline subsidiaries 
obtained for their parent company in November 2001. As Enron struggled to avoid 
bankruptcy, the company announced that JP Morgan Chase & Co. and Citigroup, Inc. had 
committed to loan it a total of $1 billion. But the loans were actually made to two of 
Enron’s FERC-regulated, interstate pipeline subsidiaries — Northern Natural Gas 
Company and Transwestem Pipeline Company -- and were secured by the assets of those 
pipeline companies. The vast majority of these loan proceeds were subsequently 
transferred to Enron in the form of unsecured loans from the pipelines to their parent 
company. After Enron declared bankruptcy a few weeks later, it made no payments on 
these loans, and the pipeline companies, which did not file for bankruptcy, were left to 
pay off the entire amount of the obligations to the banks - a matter of concern because 
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ordinarily such costs would be passed on to shippers who use the pipelines, and 
ultimately to natural gas customers. 

In this case and others, FERC is now investigating potential wrongdoing 
concerning Enron’s interaffiliate transactions and seeking the strengthen some of the 
relevant accounting rules. However, it is troubling that the agency failed to address the 
broader policy question earlier. As key parts of the energy markets have been 
deregulated under FERC’s watch and at FERC’s urging, the issue of transactions among 
a company’s affiliates have taken on increased importance. Until Enron’s collapse, 
however, FERC failed to adequately identify such transactions as significant problems 
that warranted Commission action — or where it did, as in the case of transactions 
between marketing affiliates and traditional utilities, FERC’s regulations proved 
inadequate. Thus, this turns out to be another area in which FERC did too little, too late. 
The agency did not adequately anticipate problems in the market it was instrumental in 
constructing. 

The final area in which Committee staff reviewed FERC’s oversight of 
Enron Corporation regards the company’s role in the California energy crisis. 

As you will recall, severe energy shortages in California began in the spring of 2000, 
about two years after the state’s energy deregulation plan was put into place. The state’s 
investor-owned utilities blamed the crisis on power sellers and marketers who, they said, 
were unfairly manipulating the system to gin up profits. The power marketers, on the 


15 





89 


other hand, claimed that flaws in the actual structure of the new California system were 
the chief culprit for the crisis. 

FERC, which as far back as 1998 had received reports from energy experts in 
California raising concerns about the exercise of market power, began a staff 
investigation into the causes of the California crisis in the summer of 2000. The 
investigation reached what might be considered a curious conclusion: that power sellers 
had the potential to manipulate the power market, but that there was no evidence to 
indicate whether an individual company engaged in actual market abuse. The report 
concluded that identifying individual cases of market abuse would require further 
investigation. 

Despite this initial report clearly articulating the potential for market abuse, it 
would take a full 15 months — until February 2002, after Enron had collapsed — for 
FERC to order a formal staff investigation into the market behavior of individual 
companies. Even as FERC was avoiding the question of what individual companies were 
doing, Enron itself initiated an internal investigation into its own trading practices in 
California, in October 2000. That investigation would ultimately result in memoranda 
asking some searching questions about a range of strategies that Enron traders used — 
such as the so-called “Get Shorty,” “Death Star,” “Fat Boy,” and “Ricochet” trading 
strategies — and discussing the “sanction provisions of the California Independent System 
Operator (‘ISO’) tariff.” Unfortunately, the company appears to have been more 
concerned about its own behavior than the government’s lead regulator. 
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As stated earlier, FERC itself would not begin to investigate these practices until 
more than a year later, after Enron’s collapse. In August of 2002, that investigation 
produced an interim report describing the manipulative trading practices that Enron’s 
traders had allegedly engaged in. Those findings have further prompted three formal 
FERC investigations into the behavior of individual companies, including Enron, in the 
crisis. 


More details about what FERC may have found had it been more vigilant were 
revealed last month, when Timothy Belden — who headed Enron’s Western trading desk - 
- pled guilty to a charge of conspiracy to commit wire fraud, based on allegations that he 
and others at Enron engaged in trading strategies designed to manipulate energy prices in 
the California market from 1998 to 2001. 

Of course, accountability is important. However, the majority Committee staff 
believes that the rules and regulations of a federal agency such as FERC cannot 
effectively deter unreasonable market action if the agency fails to hold market 
participants accountable in the near term. It should not have taken Enron’s collapse to 
finally trigger FERC’s investigation of the role of individual companies in the California 
energy crisis. 
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Conclusion 

In conclusion, Mr. Chairman, all four stories convey the same message: The 
Federal Energy Regulatory Commission was a poor match for Enron’s tireless efforts to 
subvert the spirit - if not the letter - of the regulatory system. FERC’s failure cannot be 
attributed simply to Enron's aggressive public relations and lobbying campaigns or the 
deviousness of its methods. In many cases, the Commission had specific and sufficient 
information that should have raised suspicions about improper behavior on Enron’s part. 
In other cases, FERC recognized potential problems, but through poor management, 
internal communications disconnects, or sheer lack of will, never followed its suspicions 
through to their logical ends. 

Even after Enron declared bankruptcy, FERC dragged its feet and failed to step 
into the breech, reinforcing a pattern of performing too little too late. 

To be fair, FERC has taken some tentative steps to remedy an unacceptable state 
of affairs such as creating a new office of market oversight and investigation. But simply 
rearranging its bureaucracy is not the answer. FERC must work in concert with other 
regulatory agencies; it must request and be given sufficient resources to monitor the 
marketplace; and it must be cognizant of what goes on under its own roof. But most 
importantly, FERC must completely reorient itself to a changed and increasingly complex 
regulatory environment - an environment that FERC itself has fostered, but failed to 
adapt to. 
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Had FERC proven more aggressive on any one of the fronts I have described in 
my testimony today, it might have unearthed Enron’s abuses sooner, perhaps mitigating 
the company's collapse, protecting consumers from untold hardships, and competitors 
from Enron’s alleged market manipulations. Instead, through a striking lack of vigilance. 
I think it’s fair to say that FERC abdicated its core responsibilities as a federal regulator 
of the energy markets. 

I hope that the information I have presented today will inspire a higher standard 
in the future. 

Thank you. I look forward to your questions. 
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SUPPLEMENTAL STATEMENT OF DAVID M. BERICK 
December 19, 2002 

At the hearing. Chairman Lieberman suggested that I re-examine documents referred to 
by Senator Thompson concerning activities by the law firm of Wyatt, Tarrant & Combs on behalf 
of Enron. 

In response to a question from Chairman Lieberman and based on my then recollection of 
the Wyatt firm’s documents that were submitted to the Committee by Enron, I said that the 
contacts between the law firm and FERC referenced in the documents related to a contractual 
dispute between Enron and the Tennessee Valley Authority (TV A). Senator Thompson 
suggested the documents might suggest otherwise. 

My subsequent re-examination of the documents indicates that, in addition to hiring it to 
help resolve a dispute with the TVA, Enron also retained the Wyatt firm to provide “advice with 
respect to the development of policy at the Department of Energy (‘DOE’) and the Federal 
Energy Regulatory Commission (‘FERC’).” The bulk of the Wyatt firm material produced by 
Enron involves issues related to TVA, which accounts for the answer I gave at the hearing. 

There are also some materials that related to other matters, including material that refers to at 
least two communications between Commissioner Breathitt and Wyatt lawyers in which the 
California energy crisis appears to have been raised. As to the apparent communications 
between the firm’s lawyers and FERC that are reflected in the Wyatt firm’s billing records 
(including entries for meetings and phone calls between the firm’s lawyers and Commissioner 
Breathitt that were charged to Enron), these records do not indicate the nature or substance of the 
matters discussed. Consequently, it is not possible to tell from these records the subject to which 
the communications related. 

I also wish to clarify one additional point. Others at the hearing observed that FERC did 
not regulate TVA and questioned whether there could be any reason for the law firm to 
communicate with FERC or any FERC Commissioner about a TVA matter. While FERC does 
not have jurisdiction over TVA itself, FERC does have jurisdiction over interstate wholesale 
power marketing by Enron, including transactions Enron may have entered into with TVA. 1 


1 Indeed, Enron’s power marketing subsidiary, EPMI, reported contracts that it had 
entered into with TVA in the quarterly reports it regularly filed with FERC listing its various 
power marketing contracts. One example of such a filing is attached. 
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The Honorable Lois M. CasheU 
Secretary 

Federal Energy Regulatory Commission 
825 N. Capitol Street, Northwest 
Washington, D.C. 20426 


J 


Dear Ms. Cashel!: 


Pursuant to the Commission's letter-order issued December 2, 1993 in Docket No. ER94-24^et5^ 
please find below a summary of activity for Enron Power Marketing, Inc. (’EpmT) forThr* 
quarter ending March 31, 1996. 


The following agreements were signed: 


cy 


Consolidated Water Power Company 

01/03/96 

Evergreen 

Oglethorpe Power Corporation 

01/C3/96 

Evergreen 

Wisconsin Public Service Corporation 

01/09/96 

Evergreen 

Utility Board of the City of Key West 

01/10/96 

Evergreen 

North Carolina Electric Membership Corporation 

01/24/96 

Evergreen 

Consumers Power Company and 

01/25/96 

Evergreen 

The Detroit Edison Company 



Lassen Municipal Utility District 

02/01/96 

Evergreen 

Allegheny Power System 

02/02/96 

Evergreen 

Hastings Utilities, City of Hastings 

02/07/96 

Evergreen 

New York State Electric & Gas Corporation 

02/07/96 

Evergreen 

Long Island Lighting Company 

02/08/96 

Evergreen 

The Cleveland Electric Illuminating Company 

02/13/96 

Evergreen 

Interstate Power Company 

02/16/96 

Evergreen 

Bonneville Power Administration 

02/21/96 

04/01/96-09/30/96 

Colorado Springs Utilities 

02/22/96 

Evergreen 

(City of Colorado Springs) 


Cinergy Services, Inc, 

03/01/96 

Evergreen 

Michigan South Central Power Agency 

03/26/96 

01/01/97 



c$r 
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The Honorable Lois M. Cashell 
Page 2 


'Q* v 

The following contracts were received after the December 31, 1995 filing was stibflritt^h, ; • a '-' 

/fj j' ■*’ y 

02/01/95 Evergreen 

02/2 1/95 Evergreen 


American Municipal Power-Ohio, Inc. 

The Consolidated Edison Company of 
New York, Inc. 

Duquesne Light Company 
Northeast utilities Service Company 
Dairyland Power Cooperative 
United Power Association 
Catex Vitol Electric, L.L.C. 

Central Illinois Light Company 

Kentucky Utilities Company 

Pennsylvania Power &. Light Company 

San Diego Gas & Electric 

American Electric Power Service Corporation 

Tennessee Valley Authority 

Vermont Public Power Supply Authority 

New York Power Pool 
Bonneville Power Administration 
BYNG Public Works Authority 
Kaiser Aluminum & Chemical Corporation 
Southern Illinois Power Co-Operative 


02/22/95 

Evergreen 

03/10/95 

Evergreen 

04/24/95 

Evergreen 

05/17/95 

05/01/96-10/31/2000 

06/20/95 

Evergreen 

07/01/95 

Evergreen 

09/29/95 

Evergreen 

10/09/95 

Evergreen 

10/16/95 

Evergreen 

12/01/95 

Evergreen 

12/06/95 

12/97-06/2006 

12/06/95 

11/01/98 

-10/31/2003 

12/15/95 

Evergreen 

12/18/95 

04/01/96-09/30/98 

12/18/95 

Evergreen 

12/22/95 

04/01/96-03/3 1/98 

12/28/95 

Evergreen 


These agreements set forth the terms and conditions that will govern transactions for wheeling, 
exchanges, capacity or energy which parties may agree to enter into. At the time of entering into 
such transactions the parties will establish price, quantity, delivery point(s), term, and the nature 
of delivery and receipt obligations (e.g., firm or nonfirm). Exchanges are receipts of power or 
deliveries of power with the agreement to return the power at some point in the future. The 
effective date represents the date the contract is valid between EPMI and the counterparties. 

In Morgan Stanley and other subsequent marketer cases, the Commission authorized power 
marketers selling at market-based rates to report changes in status every three years in lieu of 
filing changes on an ongoing basis. (Morgan Stanley Capital Group, Inc., 69 FERC T[6I, 175 
(1994)). EPMI hereby notifies the Commission that it has elected the three-year reporting option 
relating to changes in status. At the end of the reporting period, EPMI will inform the 
Commission of any changes in status involving EPMI. 
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The Honorable Lois M. Cashell 
Page 3 


The attached addenda shows the transactions entered into by EPMI during the quarter ended 
March 31, 1996. If you have any questions or require any additional information fee! free to 
contact me (71 3) 853-7673 or Steve Kean (713) 853-1 586. 


Very truly yours. 


CL 0 tyf* 

James D. Steffes 
Manager, Regulatory Affairs 


Attachment 
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Testimony of 
Pat Wood, III 

Chairman, Federal Energy Regulatory Commission 
Before the Committee on Governmental Affairs 
United States Senate 
November 12, 2002 


I. Introduction and Summary 

Mr. Chairman and Members of the Committee: 

Thank you for the opportunity to testify about the oversight of Enron 
Corporation by the Federal Energy Regulatory Commission (FERC or the 
Commission) and the lessons learned from Enron's financial collapse. I became 
Chairman of the FERC just over a year ago, in September 2001 . Since that time, the 
Commission has moved aggressively to respond to the lessons learned from both the 
California crisis and the Enron crisis. 

The Commission is pursuing a number of regulatory initiatives to establish the 
market rules and regulatory framework necessary to ensure adequate incentives for 
much-needed infrastructure, to support the most efficient wholesale competitive 
marketplace, and to provide adequate market monitoring and market power mitigation 
to protect customers. In addition, we recently have made organizational changes to 
address the challenges ahead of us and we are currently in the process of overhauling 
our regulatory approaches where necessary to assure a competitive marketplace that 
protects customers against harm of market manipulation and other deceptive practices. 
We are still learning lessons from the collapse of Enron and we will know more when 
our ongoing investigations are completed. However, I can assure you that our 
institutional commitment to remedy and prevent market abuses is now and will 
continue to be an ongoing one, and that we intend to work with other federal agencies 
to ensure that we regulate energy industries in a coordinated and effective manner so 
that customers and investors are fully protected. 

My testimony today will first briefly summarize the Commission's regulatory 
authority and the Enron subsidiaries subject to our authority. I will then describe the 
significant issues involving Enron actions regulated by the Commission. Finally, I 
will describe recent initiatives, both generic and in individual cases, that respond to 
the lessons learned from both the California and Enron crises. 
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II. FERC’s Regulation of Enron’s Subsidiaries 
A. Overview of FERC Jurisdiction 

Under the Federal Power Act (FPA), the Commission has jurisdiction over 
sales for resale of electric energy and transmission service provided by public utilities 
in interstate commerce. The Commission has interpreted the FPA’s definition of 
public utilities to include energy marketers as well as traditional vertically-integrated 
electric utilities. The Commission must ensure that the rates, terms and conditions for 
wholesale sales of energy and transmission services are just, reasonable and not 
unduly discriminatory or preferential. FERC is also responsible for reviewing 
proposed mergers, acquisitions and dispositions of jurisdictional facilities by public 
utilities, and must approve such transactions if they are consistent with the public 
interest. The Commission also has jurisdiction under the FPA over licensing of 
hydroelectric projects and ongoing compliance with Commission licenses. 

The FPA does not give the Commission direct jurisdiction over purely financial 
transactions. The Commission has asserted jurisdiction over such transactions only 
when they result in physical delivery of the energy which is the subject of the 
financial contract, or when such transactions or contracts affect or relate to 
jurisdictional services or rates ( e.g ., financial contracts affecting firm rights to 
interstate transmission capacity or the pricing of such capacity). 

Under the Public Utility Regulatory Policies Act (PURPA), the Commission 
determines eligibility for the benefits provided under PURPA to Qualifying Facilities 
(QFs). The general eligibility requirements for QFs, which are contained in the FPA, 
include technical and operational criteria as well as ownership criteria. 

The Commission also has jurisdiction over transportation and sales for resale of 
natural gas. However, FERC jurisdiction over sales for resale is limited to domestic 
gas sold by pipelines, local distribution companies, and their affiliates (including 
energy marketers). Consistent with Congressional intent, the Commission does not 
prescribe prices for these commodity sales. 

Under these statutory authorizations, FERC’s regulatory jurisdiction extends to 
a number of Enron subsidiaries. However, the Commission does not regulate the 
parent corporation, Enron Corporation, as it does not engage in activities which are 
under FERC jurisdiction. Our authority with respect to Enron’s subsidiaries is 
described below. 


2 
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B. Energy Marketers 

1. Enron’s Power Marketing Subsidiaries 

A power marketer generally is an entity that takes title to electric energy and 
engages in sales of electric energy, but that does not own or control physical 
generating facilities. To sell wholesale electric energy at market-based rates, public 
utilities, including power marketers, must file an application with the Commission. 
The Commission grants the application if the power marketer adequately 
demonstrates that it and its affiliates lack or have mitigated market power in the 
relevant markets. FERC requires power marketers to submit quarterly reports of their 
sales activities and to comply with certain restrictions for the protection of captive 
customers against affiliate abuse. 

The Commission generally waives certain regulations for power marketers with 
market-based rate authorization. For example, these marketers do not need to submit 
cost-of-service filings because the rates they charge are market-based. The 
Commission also exempts power marketers from its accounting requirements, because 
those requirements are designed to collect the information used in setting cost-based 
rates. Flowever, as announced last month in the Commission’s Final Rule on 
Accounting and Reporting of Financial Instruments, Comprehensive Income, 
Derivatives and Hedging Activities, the Commission is considering whether power 
marketers should continue to receive these waivers. 

The Enron-affiliated power marketers regulated by the Commission include: 
Enron Power Marketing Inc., Enron Sandhill Limited Partnership, Milford Power 
Limited Partnership, Enron Energy Services, Inc., and Enron Marketing Energy 
Corporation. It is now clear that at least some of Enron’s power marketing activities 
were inappropriate, and the Commission’s ongoing investigation of these activities is 
discussed below. 

2. Enron OnLine 

Enron's Internet-based trading system, Enron OnLine, was the dominant 
Internet-based platform for trading both physical energy (electricity and natural gas 
products) and energy derivatives. Traditional exchanges, like the New York Stock 
Exchange and NYMEX, determine price by matching the buy and sell orders of many 
traders in a many-to-many trading format. In contrast, Enron OnLine used a one-to- 
many trading format, where an Enron affiliate was always on one side of each energy 
transaction, either as a seller or a buyer. In May 2001, the Commission staff initiated 
an informal review into Enron OnLine and electronic trading in natural gas and 
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electric energy markets. The Commission staffs report was completed in August 
2001, but never formally presented to the Commissioners. The report recommended 
that FERC continue to monitor Enron OnLine and electronic trading of natural gas 
and electric power, but determined that there was no reason for concern about Enron 
OnLine at that time. At approximately the same time, the Commission staff 
informally began to analyze whether the Commission could assert jurisdiction over 
Enron OnLine. While the Commission had asserted jurisdiction over the physical 
trades made through Enron OnLine, it had not determined whether it could assert 
jurisdiction over non-physical trades and the trading platform itself. Enron OnLine 
ceased operations around December 2, 2001, before the Commission staff completed 
the legal analysis and the full Commission could consider the issue. 

C. Portland General Electric 

In 1997, the Commission approved Enron’s acquisition of Portland General 
Electric Co. (Portland General), a vertically-integrated utility involved in the 
generation, purchase, transmission, distribution and sale of electricity, and the 
operation of licensed hydroelectric projects in Oregon. Portland General’s retail rates 
and practices are under the jurisdiction of the Oregon Public Utility Commission. 
Portland General also sells energy to wholesale customers in the western United 
States. The Commission subsequently approved Enron’s application to sell Portland 
General. However, Enron has not yet sold Portland General. 

D. Gas Pipeline Subsidiaries 

Enron owns or owned all or 50 percent of three major operating gas pipelines: 
Transwestem Pipeline Company (Transwestem), Northern Natural Gas Company 
(Northern Natural), and Florida Gas Transmission Company (Florida Gas). 
Transwestem’ s system can flow gas from the San Juan, Permian and Anadarko Basins 
west to the California border and east to Texas intrastate pipeline markets. Northern 
Natural’s system stretches from the Permian Basin to the Great Lakes in the Midwest. 
Florida Gas delivers natural gas from Texas to Florida. 

These pipelines used Enron OnLine to receive bids for use of pipeline 
capacity. While “advertised” by Enron OnLine, the capacity was sold solely by the 
pipeline. The pipeline was the buyer’s counter-party on these sales. Since the 
operator of Enron OnLine was not selling pipeline capacity, it was not required to 
seek prior Commission approval, nor was there any violation of Commission 
regulations, as long as information requirements regarding capacity availability and 
confidential shipper (buyer) data were followed. The “sharing” of information 
between a pipeline and a marketing affiliate (here, potentially through Enron OnLine) 
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is prohibited under FERC regulations. At this time, the Commission has no evidence 
that confidential shipper information was improperly shared with Enron marketing 
affiliates. 

In November 2001, the Commission’s staff became concerned that unregulated 
parent companies might be misusing the cash assets of their FERC -regulated energy 
subsidiaries. FERC staff initiated audits of several regulated companies. On March 1, 
2002, the Commission instituted a formal non-public investigation on these issues. 
During the investigation, staff discovered that Enron had requested that two of its 
pipeline affiliates at the time, Northern Natural and Transwestem, take out loans 
totaling $1 billion. Enron (the parent corporation) took the $1 billion to hold off a 
declaration of bankruptcy, but the pipelines remained liable for payment on the loans. 
Subsequently, in August 2002, the Commission directed Northern Natural and 
Transwestem to demonstrate why the costs and indebtedness associated with these 
loans were not imprudently incurred and therefore unrecoverable from ratepayers. In 
response, Northern Natural and Transwestem executed separate consent agreements, 
which the Commission approved, whereby they would not include the costs associated 
with the loan in any future rate proceedings before the Commission. 

Also on August 1, 2002, the Commission issued proposed rules for 
participation by FERC-regulated companies in similar arrangements for pooling cash 
assets within a corporation, or “cash management programs.” The proposed rales 
include specific documentation requirements and conditions precedent for 
participation in cash management arrangements. The proposed rules are designed to 
make such arrangements more transparent and to prevent the abuse of cash 
management or money pool arrangements that could affect the financial health of 
regulated entities. The Commission recently held a technical conference on the 
proposed rules and comments are under consideration. 

This past summer, FERC determined that Transwestem had used the 
Commission's negotiated rate program to improperly charge excessive transportation 
rates to deliver natural gas into California. On July 17, 2002, FERC ordered 
Transwestem to return all revenues above its maximum tariff rates collected as part of 
the affected transactions, plus interest, to all firm shippers on Transwestem’s system 
at the time of the transactions. Further, the Commission prohibited Transwestem for 
one year from entering into negotiated rate agreements based on index-to-index 
differentials in natural gas spot market prices. On the same day, the Commission 
initiated a notice of inquiry to examine whether its negotiated rate program 
successfully safeguards against the abuse of market power by pipelines. The 
Commission has received comments on this matter and the comments are under 
consideration. 
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E. Enron’s Qualifying Facilities (QFs) 

In 1 997, Enron, through its subsidiaries, acquired several windfarms located in 
California. These facilities had been certified by prior owners as qualifying facilities 
(QFs) in 1987, 1990 and 1991. QFs are eligible for certain financial benefits and 
regulatory exemptions under the Public Utility Regulatory Policies Act (PURPA), as 
implemented by the Commission’s regulations, as long as they are no more than 50 
percent owned by an electric utility or an electric utility holding company. Such 
benefits include a mandatory obligation on the part of an electric utility to purchase 
QF power at the electric utility’s avoided cost and exemption of the QF from certain 
requirements of the FPA, the Public Utility Holding Company Act (PUHCA), and 
state laws. The other owners of these QFs included electric utilities or electric utility 
holding companies. 

In 1997, Enron proposed to merge with Portland General Electric. This could 
have caused the QFs to be owned more than 50 percent by electric utilities or electric 
utility holding companies and, thus, resulted in the loss of QF status for the 
windfarms. To avoid this result, Enron “sold” and transferred its interest in the QFs to 
partnerships collectively known as RADR. In the 1997 applications submitted to 
FERC for recertification of QF status, the RADR applicants represented that the QFs 
would no longer be owned by Enron and thus still met the QF ownership 
requirements. Based on the applicants’ representations. Commission staff determined 
that the facts as presented met the criteria for QF status set forth in the Commission 
regulations, and granted recertification of the windfarms as QFs. 

In 2000, Enron filed an application with the SEC for an exemption under 
certain sections of PUHCA so that it could qualify for unrestricted QF ownership. 
Enron’s QFs then filed notices of self-certification with FERC asserting that Enron 
had filed an application for PUHCA exemption with the SEC, and thus would again 
qualify for QF ownership. Under PUHCA, Enron’s filing of this application entitled 
it to the exemption until the SEC determines otherwise, so long as the filing was made 
in “good faith.” Under FERC’s rules, this exemption meant that Enron was no longer 
an electric utility holding company and could own part of these QFs without causing 
them to lose QF status and the related benefits. Relying on the notices of self- 
certification it had filed with the Commission, which in turn relied on the application 
for exemption from PUHCA filed with the SEC, an Enron affiliate “repurchased” the 
facilities that had been previously “sold” to the RADR partnerships. 

Recently, DOJ and SEC filed complaints against two Enron executives, 
Andrew Fastow and Michael Kopper. The complaints allege, in part, that they 
devised a scheme to allow Enron to maintain secret control over the QF windfarms 
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while preserving QF benefits for the windfarms. The alleged Enron control of RADR 
was far more extensive than had been represented to FERC. Last month, the SEC 
ordered a hearing on Enron’s year-2000 application for exemption under PUHCA. 

On October 24, 2002, the Commission issued an order initiating an investigation of 
the QF status of the Enron-affiliated QFs for the period following Enron’s 1 997 “sale” 
of those QFs. 

To put these facts in perspective, there have been nearly 9,000 filings (either 
notices of self-certification or applications for Commission certification) from 
facilities claiming QF status. Most of these filings were self-certifications. Only a 
small percentage of the filings were contested applications for Commission 
certification. Specifically, there have been fewer than 20 cases of a utility-purchaser 
alleging that an existing facility no longer was satisfying the criteria for QF status. 
Moreover, the Enron-affiliated QFs represent the first time there have been allegations 
that QF filings were fraudulent. 

III. Price Manipulation by Enron or Others 

In January 2002, in response to allegations that Enron may have used its market 
position to distort electric and natural gas markets in the West, the Commission 
initiated a fact-finding investigation into whether any entity, including any affiliate or 
subsidiary of Enron Corp., had manipulated electric energy or natural gas prices in the 
West since January 1, 2000. The investigation was formally announced on February 
13, 2002. In conducting this investigation, FERC staff has coordinated closely with 
staff from DOJ, SEC, the Commodities Futures Trading Commission (CFTC), and the 
Department of Labor. 

On August 13, 2002, Commission staff released an initial report of its 
investigation. The report concludes that published indices of electricity and natural 
gas prices in or near California during the recent crisis may not be sufficiently reliable 
to be used in setting refunds for wholesale power buyers in California. Based on this 
staff finding, the Commission requested comments on whether it should change the 
method for determining the cost of natural gas in calculating the refunds for power 
sales in California from October 2000 to June 2001 , and if so, what method should be 
used. The Commission recently received comments on this issue and the comments 
are currently under consideration. 

Also based on the staff report, the Commission initiated formal enforcement 
proceedings under section 206 of the FPA regarding possible misconduct by three 
corporate affiliates of Enron (Enron Power Marketing, Inc., Enron Capital and Trade 
Resources Corporation, and Portland General), and two investor-owned utilities that 
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did business with Enron (Avista Corporation and El Paso Electric Company). If these 
investigations conclude that Commission orders or regulations were violated, possible 
sanctions include loss of market-based rate sales authority. 

The Commission staffs investigation continues. Staff, with the assistance of 
its outside consultants, is conducting a comprehensive investigation of a variety of 
factors and behaviors that may have influenced electric and natural gas prices in the 
West during 2000-200 1 . The Commission staffs final report will include: 

• an explanation of Enron Online (EOL) operations and the role EOL 
played in the energy markets; 

• an analysis of sales data collected from information requests. Staff will 
explain the results of the statistical analysis of such data, including 
findings of how, and to what extent, forward prices directly correlate 
with spot energy prices; 

• an analysis of wash trades in electricity and natural gas markets in the 
West; 

• a discussion of staffs findings on allegations that Williams Co. had 
attempted to manipulate natural gas markets in the West; 

• an analysis of the relationship between physical and financial natural gas 
and electric products; 

• recommended standards and protocols for how to identify and deal with 
possible physical withholding; and 

• further analysis of the extent to which Enron’s trading strategies had an 
effect on other products, such as long-term physical and financial 
contracts. 

The targeted date for completion of the Commission staffs investigation is 
January/February 2003. As soon as the investigation is complete, a thorough and 
timely report will be submitted to Congress. 
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IV. Lessons Learned 

There are two equally important categories of actions the Commission has 
taken, or is currently taking, to ensure that we avoid the type of crisis that occurred in 
California and the West, and that resulted from the collapse of Enron. The first 
category includes generic actions to ensure the right rules are in place to encourage 
strong competition. The second category includes efforts to monitor markets more 
vigilantly. 

A. FERC Generic Initiatives 

Since I became Chairman a year ago, the Commission has begun or continued 
work on numerous efforts to improve the design, transparency and oversight of energy 
markets. These efforts, aimed at ensuring that energy customers receive adequate 
supplies of energy at reasonable prices, include the following: 

• Notice of Proposed Rulemaking (NOPR) on Standard Market Design - On July 
31, 2002, the Commission issued proposed rules on market design, including a 
comprehensive plan for mitigating market power and market manipulation. 

The proposed rules are intended to provide certainty to all market participants, 
encourage new infrastructure investment, promote fair competition and prevent 
a repeat of the mistakes made previously in California. 

• Final Rule on Accounting - In October 2002, the Commission issued a final 
rule directing public utilities, licensees, natural gas companies and oil pipelines 
to report changes in the fair value of certain investment securities, derivatives 
and hedging activities. The new rules will enhance the transparency of 
financial information and facilitate a better understanding of the nature and 
extent to which derivatives and hedging activities are used by regulated 
companies and the impact these transactions may have on the companies’ 
financial condition. 

• Order No. 200 1 - Improving market transparency requires detailed reporting 
on transactions within the electric energy and natural gas markets. 

Accordingly, in April 2002, the Commission revised its reporting requirements 
to enhance public access to information filed by public utilities on their services 
and sales. The new rules will allow more comprehensive and rigorous 
monitoring of these activities by the Commission and the public. 
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• NOPR on Standards of Conduct - In September 2001 , the Commission 
proposed to revise its restrictions on the relationships between regulated 
transmission providers (such as Portland General) and their energy affiliates. 
The Commission proposed, for example, to broaden the definition of an 
affiliate to include newer types of affiliates, including those operating trading 
platforms (e.g., Enron Online). 

• NOPR on Regulation of Cash Management Practices - In August 2002, the 
Commission proposed requirements for participation in cash management 
programs in order to prevent the abuse of such programs. Such abuse could 
occur where cash from Commission-regulated subsidiaries is transferred to an 
unregulated parent company and essentially no longer belongs to the regulated 
subsidiary. 

• Comprehensive review of information - In September 2001, Commission staff 
began a comprehensive review of the information the Commission needs to 
carry out its statutory obligation in the current and evolving electric energy and 
natural gas markets. 

• Notice of Inquiry on Negotiated Rates for Natural Gas Pipelines - On July 1 7, 
2002, the Commission issued a notice of inquiry seeking comments on its 
negotiated rate policy. This policy allows a pipeline to negotiate rates above 
cost-based limits with its customers, so long as the pipeline continues to offer a 
cost-based recourse rate as a safeguard against any exercise of market power. 
The Commission has received comments, and the comments are under 
consideration. 

B. FERC Institutional Initiatives 

The Commission’s strategic plan, adopted by the full Commission when I became 
Chairman, encompasses three major areas of activity in overseeing the energy 
industry, as described below. A copy of the Commission’s strategic plan for FY 
2002-2007 is attached. 

• Infrastructure - working with others to anticipate the need for new generation 
and transmission facilities, determining the rules for cost recovery of new 
energy infrastructure, encouraging the construction of new infrastructure, and 
licensing or certificating hydroelectric facilities and natural gas pipelines; 
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• Market rules - ensuring clear, fair market rules to govern wholesale 
competition that benefits all participants, and assuring non-discriminatory 
transmission access in the electric and natural gas industries; 

• Market oversight and investigations - understanding markets and remedying 
market rule violations and abuse of market power. 

This third strategic goal reflects the Commission’s commitment to ensuring that 
markets continue to work for customers. To meet this third goal, the Commission 
created a new Office of Market Oversight and Investigations (OMOI). 

1. Office of Market Oversight and Investigations 

Following a nation-wide search, in April 2002, my colleagues and I appointed a 
director to OMOI. He began working to develop the new office’s mission and 
functions, to identify needed workforce skills and experience, and to recruit and hire 
appropriate talent for the new department. On August 12, 2002, OMOI became a 
formal, functioning office within the Commission, reporting directly to the 
Commissioners. 

OMOI encompasses two units that function independently but work closely 
together. The Market Oversight and Assessment unit reviews developments in the 
market on a real-time and longer-term basis, and spots irregularities. As problems 
arise and are identified, OMOI’s Investigations and Enforcement unit brings swift, 
decisive and effective enforcement. OMOI serves as an early warning system to alert 
the Commission when market problems develop, such as the California energy crisis 
or the collapse of Enron, and allows the Commission to intervene and correct the 
problems more quickly. 

OMOI has begun an aggressive program of outreach to a wide variety of 
entities including: other federal, state and provincial regulatory agencies, state 
consumer advocates, industry participants, academic institutions and think tanks, 
financial institutions (such as ratings agencies), and Market Monitoring Units 
(MMUs) at Regional Transmission Organizations and Independent System Operators. 
The purpose of the outreach is to let these entities know that the Commission is 
developing a clear market oversight capability and to obtain their input for how best to 
develop that capability. Market monitors presented their evaluations of the ISO 
regional electricity markets at a Commission Open Meeting in June 2002, and 
participated in a Commission market monitoring technical conference on October 2, 
2002 . 
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In June 2002, the General Accounting Office (GAO) issued a report entitled 
“Energy Markets: Concerted Actions Needed by FERC to Confront Challenges That 
Impede Effective Oversight.” The report found that the Commission faced key 
challenges in overseeing energy markets with respect to: (1) changing the 
Commission’s organizational structure to improve the effectiveness of the 
Commission’s oversight program; (2) defining and implementing an effective 
approach to overseeing competitive energy markets; and (3) addressing human capital 
needs. In addition, the report found that new statutory authority and guidance from 
Congress would enhance our ability to develop, regulate and oversee competitive 
energy markets. 

I generally agree with the GAO’s conclusions and believe the Commission is 
moving aggressively to address the challenges. Importantly, we have given the 
market oversight function the organizational structure, mission and resources it 
needs. With the establishment of OMOI, the Commission is already implementing a 
new approach to market oversight. At the heart of the Commission’s efforts to 
analyze and assess energy markets lies a series of periodic reports to the Commission, 
including a biweekly Surveillance Report and a semi-annual Seasonal Outlook. In 
addition, OMOI is receiving appropriate human capital resources. We have budgeted 
for 1 10 FTEs in FY 2003 and 120 FTEs in FY 2004. We have also budgeted 
$500,000, and $1 million, respectively in contract dollars to obtain additional 
expertise. 


2. Improved Coordination with Market Monitoring Units 

The Commission has instituted measures to ensure market mitigation in the 
future in all RTO markets. The Commission’s OMOI interfaces with the RTOs’ and 
ISOs’ market monitoring units (MMUs) and monitors markets to ensure that the 
market rules are working. The Commission formalized a plan for interaction with the 
MMUs during a public Commission meeting on June 26, 2002, when market monitors 
from ISO New England, New York ISO, PJM Interconnection, the California ISO, 
and the American Electric Power System presented their annual reports on the state of 
the markets. We have arranged for quarterly meetings of OMOI and the MMUs to 
discuss market performance and analytical issues. The MMUs will continue to report 
directly to the Commission, as they did at the June 26, 2002 meeting. Additionally, 
FERC now has staff stationed on-site at the California ISO, and is organizing regular 
staff visits to the other ISO and RTO offices. 
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3. Improved Coordination with Other Agencies 

The Commission has worked extensively to improve its coordination with other 
agencies, building on the relationships established over several years of quarterly 
meetings between staff of the FERC, Department of Justice and Federal Trade 
Commission. For example, on the same day that the Commission initiated its 
investigation into potential market manipulation in the West, Commission staff met 
with staff from the CFTC to establish the groundwork for cooperation, coordination, 
and information-sharing. FERC and CFTC staff have jointly deposed or interviewed 
over 100 individuals in the Western market investigation. The two agencies have also 
jointly developed and shared discovery responses each has gathered from its 
respective regulated entities. The Commission has entered into information-sharing 
agreements with DOJ, SEC and CFTC with respect to the investigation, and these 
agencies are also coordinated under the Deputy Attorney General for the broader 
investigatory efforts of the President’s Corporate Fraud Task Force. And FERC legal 
staff has coordinated with the CFTC regarding each agency’s respective jurisdiction 
over energy market activities. 

V. Congress Should Expand FERC’s Penalty Authority 

Congress could create stronger deterrents to anti-competitive behavior, market 
manipulation, and other violations of the FPA and Natural Gas Act (NGA), by adding 
or increasing civil and criminal penalty authority under those statutes. Currently, FPA 
section 316A provides for civil penalties of up to $10,000 per day for violations of 
limited sections of the FPA (Sections 2 1 1 , 2 1 2, 2 1 3 and 2 1 4). These penalties could 
be broadened to all sections of the FPA and increased significantly. The NGA 
contains no provision to allow the Commission to impose civil penalties. The NGA 
should be modified to give FERC this authority. As to criminal penalties, I support 
increasing the penalty authority under the FPA and the NGA from the current $5,000 
level to $1 million and increasing the potential prison term from two to five years. 

For a criminal violation of the Commission's rules or orders under the FPA or NGA, I 
support increasing the penalty from $500 per day to $25,000 per day. 

VI. Conclusion 

Since I became Chairman just over one year ago, the Commission has launched 
bold new initiatives that incorporate the lessons learned from the California energy 
crisis and the collapse of Enron. These initiatives will help to promote efficient 
competitive markets, while protecting customers and investors from a recurrence of 
the California and Enron crises. As always, I will be happy to provide further 
information or answer any questions you may have. 
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Attachment 


Strategic Plan FY 2002 - 2007 

Vision 

Dependable, affordable energy through sustained competitive markets 

Mission 

The Federal Energy Regulatory Commission regulates and oversees energy industries in the 
economic and environmental interest of the American public. 

Goals and Objectives 

Goal 1: Promote a Secure, High-Quality, Environmentally Responsible 

Infrastructure through Consistent Policies. 

Objective 1.1: Expedite Appropriate Infrastructure Development to Ensure 

Sufficient Energy Supplies. 

• Identify transmission and pipeline projects with high public interest benefits and 
facilitate their speedy completion. 

• Standardize interconnection of power generation plants of all sizes and technologies. 

• Strengthen inter-agency coordination of hydropower licenses and gas pipeline 
certificates to expedite processing, consistent with due process. 

Objective 1.2: Provide Clarity of Cost Recovery to Infrastructure Investors. 

• Establish a timely process to include prudently incurred expansion costs in 
transmission and pipeline rates. 

• Ensure that revenue levels and rate design for regulated company services support 
long-term competitive markets. 

• Welcome balanced innovative rate of return proposals that incent pro-competitive 
behavior and publicly beneficial projects. 

Objective 1.3: Address Landowner and Environmental Concerns. 

• Encourage collaboration among affected parties and address stakeholder concerns 
before the licensing/certification process. 

• Incorporate reasonable environmental conditions into permits, licenses and 
certificates and ensure compliance with conditions. 

Objective 1.4: Promote Measures to Improve the Security and Safety of the Energy 

Infrastructure. 

• Work with other agencies and parties to identify and address security issues and 
needs. 
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• Support industry efforts to improve infrastructure security. 

• Ensure strictest adherence to prudent dam safety practices. 

• Facilitate prompt recovery of prudently incurred security and safety expenses in 
jurisdictional rates. 

Goal 2: Foster Nationwide Competitive Energy Markets as a Substitute for 

Traditional Regulation. 

Objective 2.1: Advance Competitive Market Institutions Across the Entire Country. 

• Complete firm establishment of regional transmission organizations with clear 
responsibilities, independence and scope. 

• Develop appropriate coordination with states to efficiently oversee regional power 
markets. 

• Encourage balanced, industry-led organizations to develop reliability and business 
practice standards, 

• Firmly establish transmission planning function on a regional basis, with a variety of 
technology solutions to meet reliability, security and market needs. 

• Provide regulatory certainty through clear market rules and case-specific decisions. 

Objective 2.2: Establish Balanced, Self-Enforcing Market Rules. 

• Link market-based rate authority to continued presence of balanced market 
conditions. 

• Rely on international best practices to develop comprehensive market 
protocols/rules. 

• Establish robust programs for customer demand-side participation in energy 
markets. 

• Encourage standardized business rules and practices to maximize market efficiency, 
ease market entry and reduce transactions costs. 

Goal 3: Protect Customers and Market Participants through Vigilant and Fair 

Oversight of the Transitioning Energy Markets. 

Objective 3.1: Promote Understanding of Energy Market Operations and 

Technologies. 

• Develop and maintain an expert market-operation oversight and investigation 
capability. 

• Keep abreast of industry and market trends and technological innovations to inform 
and guide market oversight. 

• Enhance the Commission's deliberations and public discussion by developing market 
information and disseminating findings. 

Objective 3.2: Assure Pro-Competitive Market Structure and Operations. 

• Assess market conditions and infrastructure adequacy using objective benchmarks. 

• Integrate the Commission’s market oversight and the work of market monitoring 
units. 
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• Identify and remedy problems with market structure and operations, and periodically 
review market rules for consistency with long-term market development. 

• Ensure that mergers and consolidations are consistent with pro-competitive goals. 

Objective 3.3: Remedy Individual Market Participant Behavior as Needed to Ensure 
lust and Reasonable Market Outcomes. 

• Investigate market dysfunctions, exercises of market power and rule vioiations, and 
remedy problems through Commission authority. 

• Use expedited dispute resolution to accelerate processes and minimize customer 
expense. 

• Act swiftly on third-party complaints, using litigation before Administrative Law 
Judges as needed to determine factual issues. 

Goal 4: Strategically Manage Agency Resources. 

Objective 4.1: Manage Human Capital to Fulfill the Strategic Plan. 

o Apply workforce planning to help meet the challenges of new Commission 
roles and changing workforce demographics, 
o Get the job done flexibly and efficiently with the right mix of internal 
workforce and contracted services from the private sector. 

Objective 4.2: Manage Information Technology to Best Serve the Public and 
Streamline Work Processes. 

o Expedite interactions with customers through secure and efficient e- 
government initiatives. 

o Build effective electronic workload/time-management and case-processing 
systems to enable getting the work done right and on time. 

Objective 4.3: Clearly Communicate and Build Strong Partnerships with all 
Stakeholders. 

o Proactively reach out to groups affected by agency actions for advance input, 
o Build strong partnerships with all stakeholders, especially with states. 

Objective 4,4: Strategically Manage Financial and Logistical Resources. 

o Integrate budget, business plan, and performance measurement to improve 
performance and accountability. 

o Generate accurate and timely financial information to support operating, 
budget, and policy decisions. 
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STATEMENT OF PROFESSOR PAUL L. JOSKOW 1 
BEFORE THE COMMITTEE ON GOVERNMENTAL AFFAIRS 
UNITED STATES SENATE 

November 12, 2002 

Mr. Chairman and Members of the Committee: 

Thank you for giving me the opportunity to appear here today to discuss issues 
associated with the restructuring of U.S. electricity industry and FERC’s role in guiding 
the development of efficient competitive wholesale electricity markets. I last appeared 
before this Committee on June 13, 2001 as a participant in a hearing that focused on 
California’s electricity crisis, FERC’s responses to it, and more generally on the state of 
restructuring and competition in the electric power industry. 2 I thought that it would be 
most useiul for me to update the comments and observations I made at that time in light 
of 1 8 months of additional experience. 

A lot has happened in 18 short months. The extraordinarily high wholesale 
electricity market prices and power supply emergencies that plagued California and the 
rest of the West during the second half of 2000 and the first several months of 2001 
subsided by the summer of 2001 and these extraordinary conditions have not reappeared 
since then. These changes in market performance followed several actions by federal and 
state officials that constrained wholesale prices, increased supplies of and reduced the 

; Elizabeth and James Killian Professor of Economics at the Massachusetts Institute of Technology (MIT) 
and Director of the MIT Center for Energy and Environmental Policy Research. The views expressed here 
are my own and do not necessarily reflect the views of MIT or any other organizations with which I am 
affiliated. A CV with my educational background, affiliations and a list of my publications can be obtained 
at http://econ-www.mit.edu/facuItv/pioskow/index.htm . 

2 Statement of Paul L. Joskow Before the Committee on Government Affairs of the United States Senate, 
June 13, 2001 available at http://econ-www.mit.edu/facultv/pioskow/files/JOSKOWSENATEFiNAL.PDF . 
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demand for electricity, along with favorable weather conditions and a significant 
softening in natural gas prices. However, the impacts of the crisis continue to be felt. 
Retail electricity prices have increased dramatically (on average) in California to cover 
the costs of power supplies purchased during the crisis, while its two major utilities have 
yet to regain investment grade credit ratings and one remains in bankruptcy. The future 
structure and performance of California’s electricity industry remains uncertain. 

In October 2001, Enron announced that it had to restate its earnings due to 
accounting irregularities and within a few short months it was bankrupt Earnings 
restatements, additional accounting irregularities, sham round-trip energy transactions, 
abusive self-dealing arrangements and evidence of efforts to manipulate market prices 
during the California electricity crisis were subsequently revealed at Enron and other 
energy trading and merchant generating companies. The financial rating agencies 
downgraded the credit ratings of many energy firms to “junk” levels in response to new 
information about the quality of reported earnings, falling profits and profit forecasts, and 
a new understanding of the true risks associated with energy trading and investments in 
merchant generating capacity. The share prices for many energy trading and merchant 
generating companies tumbled and capital markets have largely closed to them. A 
growing number of companies have withdrawn from energy trading or scaled back their 
activities, wholesale market liquidity has declined and an enormous amount of new 
generating capacity that was under construction, development or planned to come on line 
over the next few years has been cancelled or indefinitely delayed. Investment in 
transmission infrastructure has continued to stagnate and congestion problems continue to 


grow. 
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In response to these events, public and investor confidence in competitive 
electricity markets has been shaken, and several states that had planned to introduce 
restructuring, wholesale and retail competition initiatives have delayed or suspended 
these programs. Numerous investigations by federal and state agencies have been 
initiated, indictments and criminal convictions are growing. 

The developments in electricity markets and regulation over the last 18 months 
have inevitably become intertwined with revelations of broader corporate accounting, 
financial reporting, and related abuses by several large companies, their senior 
executives, their auditors, and their bankers both within and outside the electricity and 
gas industries — Enron, WorldCom, Tyco, etc. These revelations should remind us that 
certain types of regulatory rules and effective regulatory oversight, as well as clear and 
accurate disclosure of relevant accounting and financial information, are necessary for 
market economies to work effectively for consumers and investors. Clearly, the system 
of checks and balances that we have relied upon to police and mitigate such abuses failed 
to work effectively in these cases. However, it has been my experience that the vast 
majority of energy companies play by the rules, file accurate financial reports, have 
diligent internal and external auditors, have Boards that provide effective oversight, care 
about their customers and their communities, and run their businesses with high ethical 
standards. As we learn from recent experience, tighten regulatory rules and oversight, 
and seek to restore the confidence of the general public and investors it is important to 
keep this in mind. 
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What have we learned over the past 18 months about the initiatives to create 
competitive wholesale and retail electricity market in the United States? My list of 
important lessons learned is as follows: 

• Creating well functioning competitive wholesale and retail electricity markets is a 
significant technical and institutional challenge. It is easy to do it badly! We still 
have much to learn about how to make these markets work well and we must 
expect that there will be a process of (hopefully) continuing improvement. 
Careful attention to the details of electricity market design, drawing on both U.S. 
and international experience, and active involvement by federal and state 
regulators in defining and implementing these details is very important. 

• Electricity’s unusual attributes also create unusual opportunities to exercise 
market power and to engage in behavior to raise market prices to supra- 
competitive levels either unilaterally or through tacit coordination. 

• The creation of sound electricity market structures and good market rules can 
reduce firms’ incentives and ability to exercise market power, withhold output, 
violate market rules, and drive up market prices. It is important that the 
restructuring process continue to create the necessary market structures and rules 
to support effective competition and reduce incentives to engage in behavior that 
harms consumers. 

• A well designed market and associated market rules, however, is not enough to 
ensure that there will be no serious market abuses. An effective, credible and 
professional market monitoring system must be in place to measure and evaluate 
market performance, to identify actions necessary to improve market performance 
where it is poor, to enforce the market rules, and to punish those who violate 
them. These monitoring and enforcement systems should be insulated as much as 
is reasonably possible from interest group politics. More public transparency and 
more public disclosure of market and financial information are necessary in a 
competitive electricity industry than a regulated electricity industry, just the 
opposite of the trend that emerged during the recent past. The public, their 
elected representatives, and investors have lost confidence in the credibility of 
competitive electricity markets over the last 18 months. Unless the credibility of 
the markets and market participants is restored, and efforts made to disclose more 
information and analysis to the marketplace to facilitate the restoration of their 
credibility, it is unlikely that there will be support for extending electricity 
restructuring and competition initiatives to additional states. 

• At the same time, it is important to guard against unnecessary and ineffective 
regulatory initiatives that undermine the behavior and performance of well 
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functioning competitive markets. Hard competition is to be encouraged while 
unfair competition, unreasonable levels of market power, and misleading or 
fraudulent presentations of financial and market information are mitigated by 
effective monitoring and appropriate sanctions. Finding the right balance 
continues to be an important challenge. I believe that the best approach is (a) to 
put good market designs and associated market rules in place at the outset, (b) to 
monitor and enforce compliance with these market rules, (c) to monitor and 
measure market performance on a continuing basis, (d) to identify sources of poor 
market performance where it has been found, and (e) to implement mitigation 
measures in response to poor market performance. Going forward, I would like to 
see more emphasis on ongoing measurement of market performance and 
responding quickly to serious performance failures before they do serious damage 
and less emphasis on micromanagement of individual firm behavior and delayed 
ex post investigations of behavior after it has run its course and harmed 
consumers. 

• Much more attention needs to be paid to the development of an active demand 
side in wholesale and retail electricity markets that enables and encourages 
consumers who can respond to short term swings in market prices to do so. In 
most markets for goods and services consumers can and do protect themselves 
from unreasonable prices by buying less. While demand response opportunities 
for electricity may be less than for many other products, there is some underlying 
demand elasticity, and allowing it to be revealed in wholesale markets will help to 
improve market performance. 

• The retail competition programs in those states that have adopted them are not 
working well for residential and small commercial customers. The deficiencies in 
retail competition programs will have adverse effects on the performance of 
wholesale markets as well. States need to bite the bullet on retail competition for 
residential and small commercial customers. They should either do what is 
necessary to make retail competition work well or abandon the effort and turn to a 
wholesale competition model in which distribution companies take on the 
obligation to serve smaller customers with appropriate compensation and 
incentive regulatory mechanisms in place. A retail procurement/competition 
framework that is characterized by both short-term contracts and little spot 
demand response will enhance market power problems and may undermine timely 
and efficient investment. 

• Electricity policy needs to pay more attention to longer-term investment issues. 
About 100,000 Mw of new generating capacity has been completed in the U.S. in 
the last two and one-half years, most of it merchant generating capacity. This 
represents the primary success of the wholesale electric competition initiative to 
date. Indeed, many regions now find themselves with excess generating capacity 
and consumers are benefiting from lower wholesale prices that accompany it. 
However, a large quantity of generating capacity under construction and 
development has been cancelled or indefinitely delayed in the last 18 months. 
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The pipeline of generating capacity under construction will soon be empty and it 
will take years to refdl it once projects begin to be planned and built once again. 
Many of the cancellations and deferrals reflect a natural and healthy response to 
changing supply and demand conditions. But some of them also reflect the 
turmoil in the merchant generating sector and uncertainties about future federal 
and state policies regarding market structure, market rules, market monitoring and 
mitigation, supply obligations and compensation rules. We must anticipate that 
significant additional investment in merchant generating capacity will not take 
place until credit is restored to the sector (on both the supply and purchasing 
sides), until uncertainties about market structure and market rules are resolved, 
and until a sound stable framework for encouraging investment is established. 
This framework must recognize that future investments in generating capacity 
will involve higher financing costs and more risk management requirements than 
was the case during the most recent building boom. 

• More broadly, we must adopt policies to support the future evolution to an 
industry structure where merchant generators make most of their money by 
building and operating power plants cheaply and reliably and selling most of their 
output under longer term contracts to financial intermediaries and load serving 
entities. We want to design the markets so that firms earn profits by being the 
least cost suppliers, rather than by being good at engaging in behavior to increase 
price spikes in the spot market. 

• Well functioning competitive power markets require a more robust transmission 
systems than we had under with vertically integrated regulated monopolies. Yet 
transmission investment continues to stagnate as congestion problems increase. 
In some parts of the country, reliability problems are growing, not because there 
is inadequate generating capacity in the region, but because there is inadequate 
transmission capacity to deliver it where it is needed. More transmission 
congestion increases local market power problems which in turn triggers the need 
for more regulatory interventions which may simultaneously undermine 
investment incentives. If we are not successful in adopting policies that stimulate 
more investment in transmission capacity to support competitive electricity 
markets we will face very serious electricity reliability and local market power 
problems in many parts of the U.S. within a few years. 

• The absence of a coherent national policy governing electricity sector 
restructuring, wholesale and retail competition, and effective market monitoring 
and enforcement, supported by compatible federal legislation, is a serious 
impediment to achieving good performance for the sector. Wholesale electricity 
markets naturally span large regions of the country that encompass many states. 
Decisions made in one state affect electricity prices, supplies, and reliability in 
other states in the region. The conflicts between policies and perspectives about 
the costs and benefits of electricity sector restructuring and competition among 
the states substantially increases the difficulties FERC faces in enforcing its 
responsibilities under the Federal Power Act. The lack of clear national policy 
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mandates no doubt reflects the lack of consensus about the merits of industry 
restructuring and competition and how best to get from here to there. However, at 
the very least, FERC and the states must have a constructive cooperative working 
relationship that reflects a common set of performance goals. Moreover, at least 
in the Northeast, there is a broad commitment to wholesale and retail competition 
and a reasonable amount of agreement about how to move forward with it. It is 
important that controversies elsewhere in the country not slow down the efforts by 
the states, market participants, and ISOs in the Northeast to continue to make 
constructive reforms. 

Let me now turn to a brief assessment of how FERC has responded to the lessons 

learned over the last 18 months. In my June 13, 2001 testimony I was critical of FERC’s 

responses to the California electricity crisis: 

“It should not have taken FERC so long to evaluate the performance of 
California’s markets when they exploded during summer 2000. . .” 

“I was especially disappointed by FERC’s response to abundant evidence that 
market power problems were exacerbating an already bad situation caused by 
rising natural gas prices, reduced imports of power, higher demand and rising 
prices for NOx emissions permits.” 

“There is a very basic problem here. FERC does not appear to have a clear 
definition of market power, has not identified the empirical indicia it will use to 
measure the presence and extent of market power, does not routinely collect or 
analyze the data necessary to draw conclusions about market power, has not 
defined how much market power is too much market power to satisfy its 
obligations to ensure that wholesale electricity prices are just and reasonable, and 
it does not appear to have a well developed set of mitigation measures that it can 
choose from if it indeed finds that there is a significant market power problem. 
This is not a prescription for success in the identification of and effective response 
to serious market power problems.” 

“By delaying its analysis of the problem, by failing to specify a clear definition of 
market power, by failing to specify or apply clear numerical criteria for evaluating 
market performance generally, and by ignoring constructive comprehensive 
proposals for mitigation, FERC did not in my opinion properly fulfill its 
responsibilities to respond to the California’s market meltdown adequately or in a 
timely fashion.” 3 


3 1 also indicated that “It is not my intention to place all of the blame on FERC for prolonging or 
exacerbating the crisis. There is plenty of blame to go around and policy makers have spent too much time 
looking for parties to blame and too little time fixing the problems. The CPUC’s slow reaction to the 
problems, its failure to increase retail prices, the ensuing utility credit problems, and the legitimate 
reluctance of suppliers to supply without some assurance of getting paid certainly worsened the underlying 
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“If FERC is successfully to perform on its obligations it will have to change as 
well. FERC needs to become an agency with the human resources, organizational 
structure, administrative procedures and leadership that allows it to play an active 
constructive role in guiding resolution of wholesale market design issues, to be 
actively involved in ongoing monitoring of market performance, to develop and 
effectively apply objective market performance indicia, and to act quickly and 
cooperatively with the relevant state agencies, Independent System Operators, 
Regional Transmission Organizations, and market participants to fix serious 
market performance problems quickly once they have been diagnosed. FERC 
must also play a more active role in creating new organizational structures and 
regulatory institutions to govern the nation’s currently balkanized transmission 
system.” 


I believe that FERC has made a lot of progress in the last 18 months under 
Chairman Patrick Wood’s leadership and has responded positively to the criticisms that I 
made in mid-2001. While I do not necessarily agree with everything FERC has done or 
proposes to do, I am generally pleased with the tone that has now been set at the top, the 
institutions that have been created to monitor electricity and gas markets, and with the 
electricity market reform initiatives that have been undertaken. The Chairman and the 
other FERC Commissioners have repeatedly made it clear to market participants that they 
are committed to creating well functioning competitive wholesale markets and that they 
will not tolerate efforts to manipulate market prices, violate market rules, engage in fraud, 
and other market abuses. The FERC Commissioners now appear to recognize that 
market power, price manipulation and fraud are real potential problems in electricity and 
gas markets, that serious market aberrations require serious investigation, that if a careful 
and professional investigation results in evidence of abuse, penalties will be assessed 
where appropriate, and that FERC must play a central role in responsibly monitoring 

wholesale market problems. The failure of FERC and the CPUC to find a way to work together 
constructively to find practical solutions in the early Fall of 2000 made the crisis much worse than 
necessary.” 
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markets and responding quickly to serious problems in order to restore credibility to 
wholesale electricity markets and to improve their performance. 

In April, 2002 FERC created a new Office of Market Oversight and 
Investigations. The new Office is to “ ... help the Commission improve its understanding 
of energy market operations and ensure vigilant and fair oversight of those areas under 
Commission jurisdiction. The Office of Market Oversight and Investigations will 
oversee and assess the operations of the nation's gas, oil pipeline, and electricity markets. 
Its functions will include understanding energy markets and risk management, measuring 
market performance, investigating compliance violations, and analyzing market data. 
The office will be made up of a multi-disciplinary team of economists, engineers, 
attorneys, auditors, data management specialists, financial analysts, regulatory policy 
analysts, energy analysts, and support staff.” 4 

I have been arguing for some time that there was the need for an office of this 
type to be created within FERC. I am very pleased that an office with a professional staff 
dedicated to measuring market performance, market monitoring and investigation has 
now been created. There is still much work to be done in defining how market 
performance will be measured, what criteria will be used for monitoring market behavior, 
and what mitigation measures will be proposed and how they will be received by the 
Commission. However, the Office seems to be off to a good start, is reaching out to 
others with experience with these issues for suggestions for how it can best do its work, 5 


4 httt)://www.ferc.fed.us/about/offices/offices/omoi/oinoi.htm 

5 1 participated in the Technical Conference on market monitoring issues held by FERC Staff on October 2, 
2002. http://www.ferc.fed.us/Electric/RTO/Mrkt-Strct-comments/nonr/RM01-12omoi-09-20-02.ndf . The 
Staff received a range of views regarding methods and metrics for measuring market structure, performance 
and participant behavior. 
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and improving coordination with market monitoring units in the three ISOs in the 
Northeast and the California ISO. 

The Commission has also launched a number of investigations growing out of the 
California electricity crisis. In February, 2002 FERC initiated an investigation of gas and 
electricity markets in the West prior to and during the explosion in electricity and natural 
gas prices that accompanied the California electricity crisis, largely stimulated by 
revelations about Enron’s behavior. 6 The investigation has been broad, aggressive and 
has sought help by outside experts to assist with it. 7 It is being coordinated with other 
agencies, including the Department of Justice, the SEC and the CFTC. An interim Staff 
report was issued in August 2002 which found evidence of violations by Enron and 
possibly other market participants of the letter or the spirit of market rules, resulting in 
higher electricity prices, along with actions aimed at inflating prices and trading volumes 
for natural gas and electricity reported to and by trade publications. 8 (The efforts to 
inflate prices reported to trade publications would only have made sense if this behavior 
in turn led to higher actua l prices in spot or forward markets, though the FERC Staff has 
made no finding yet on these effects.) Indeed, perhaps for the first time, the Staff 
concluded that certain behavior represented the exercise of market power and not just the 
result of flawed or inconsistent market rules. 9 A number of other investigations and 
litigated cases are ongoing, including the California refund cases, the El Paso Pipeline 


6 http://www.ferc.fed.us/electric/bulkpower/pa02-2/02-l 3-02.pdf . 

7 http://www.ferc.fed.us/electric/bulkDower/p302-2/pa02-2.hlm . 

* http://www.ferc.fed.us/electric/bulkpower/pa02-2/lnitial-Report-PA02-2-000.pdf . 

9 Staff Report, ibid, at page 94; “This behavior (raising prices and the last minute where buyers are unable 
or incapable of saying no) was not legitimate arbitrage, but was an exercise of market power.” 
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investigation, 10 abusive self-dealing transactions between Enron’s regulated and 
unregulated affiliates. 

Ultimately, FERC’s effectiveness and credibility as both a market facilitator and a 
complementary market monitor will depend on its ability to establish rules that increase 
market and regulatory transparency, to complete ongoing investigations in a way that 
demonstrates that it will carefully, completely and professionally evaluate the evidence, 
assess penalties if serious abuses are found, exonerate market participants under 
investigation if they are not, and complete the investigations as quickly as is reasonably 
possible. 

In Order No. 2001 (April, 2002), FERC established rules that require detailed 
reporting on transactions within the electric energy and natural gas markets. These new 
rules should increase market transparency and facilitate more effective monitoring of 
these markets by FERC and the public. 

Finally, on July 31, 2002, FERC issued its Notice of Proposed Rulemaking on 
Standard Market Design and Structure (SMD). 11 This is a sweeping rulemaking that 
attempts to deal with many of the problems with wholesale markets that have been 
identified, including effects to respond to many of the “lessons learned” discussed earlier 
in my testimony. I recognize that many of the proposals in the SMD are controversial. 
And while I agree with many of them, I also believe that there are several aspects of the 
SMD NOPR that need significant improvement and revision. Nevertheless, this is a 


10 http://www.ferc.fed.us/electric/buEkpower/RP00-241-006-09-23-02.pdf . 

11 http://www.ferc.fed.us/Electric/RTO/Mrkt-Strct-comments/discussion paper.htm . 
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serious, even courageous effort by FERC to facilitate wholesale market competition and 
improve market performance. Market monitoring and mitigation proposals are fully 
integrated into the SMD and the potential for exercising market power and the need to 
mitigate it has influenced important aspects of the proposals. 

FERC has wisely extended the time period for filing comments on the SMD 
NOPR and has initiated various outreach efforts to better explain certain aspects of the 
SMD proposals and to receive advice from interested parties about problems with the 
SMD and potential improvements to its proposals . 12 Because there are wide variations 
among states and regions in how deeply they have embraced FERC’s vision of wholesale 
and retail electricity competition, and how far they have moved down the restructuring 
path, it is likely that the SMD’s basic principles for wholesale market structure will have 
to be adapted to better match these regional differences. The alternative appears to be 
political gridlock and substantial delays. As I have already noted, it would be 
unfortunate, for example, if the controversies over the SMD, slowed down reforms taking 
place in the Northeast where most of the states have embraced FERC’s vision for 
wholesale and retail electricity competition and where the better features of the SMD are 
already being implemented. 

Overall, I believe that FERC is doing a much better job today as both a market 
facilitator and a market monitor than it was doing at the height of the California 
electricity crisis. The Commission’s efforts to facilitate fair competition in wholesale 
power markets, to improve market performance and to identify and mitigate market 
abuses deserve your support. One does not have to agree with all of FERC’s decisions 

12 httn://www.ferc-fed.us/Electric/RTO/Mrkt-Strct-cominents/discussion oaper.htm . As of October 20, 
2002 . 
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and policy proposals to recognize that this is an agency whose leadership now recognizes 
that a credible market monitoring and enforcement program is an important part of its job 
and that it is necessary for facilitating the development of competitive electricity markets 
that work well. However, institutional cultures can take a long time to change, and only 
time will tell whether this view at the top has been folly institutionalized within the 
agency. 
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Chairman Leiberman and Members of the Committee, I am pleased to submit this written 
statement on the lessons that should be learned about regulating energy markets from the California 
electricity crisis and the Enron bankruptcy and how these lessons should change way the Federal 
Energy Regulatory Commission (FERC) carries out its statutory mandate to set just and reasonable 
wholesale prices for electricity. 1 This issue is particularly timely given the current state of electricity 
re-structuring in the United States, and the recent Notice of Proposed Rulemaking (NOPR) issued 
by FERC outlining a standard market design (SMD). It is essential that the right lessons be learned 
from these two regulatory failures before FERC issues it final order on standard market design. 
Otherwise, it is very likely that these standard market rules will introduce market design flaws that 
can enhance the ability of market participants to exercise significant unilateral market power, and 
therefore increase the likelihood of future regulatory failures like the California electricity crisis and 
the Enron bankruptcy. 

My testimony proceeds as follows. First, I will provide a diagnosis of the causes of the 
California electricity crisis. This is followed by a discussion of the actions taken at the state and 
federal level to end this crisis and their impact on the performance of the California electricity 
market. I then will describe the state and federal actions that ultimately ended the crisis. This is 
followed by a discussion of what I believe are the major lessons for electricity market design to be 
learned from the California crisis and the Enron bankruptcy. My testimony concludes with a 
recommendations for how FERC should change the way it carries out it statutory mandate to set just 
and reasonable wholesale prices as a result of these lessons learned. In this discussion, I describe 


1 am a Professor of Economics at Stanford University. Since April 1, 1998, 1 have been the Chairman of the 
Market Surveillance Committee (MSC) for the Independent System Operator (ISO) of California electricity industry. 

The MSC is an independent committee that monitors the performance of the California market and the California ISO for 
the Federal Energy Regulatory Commission. A discussion of my academic research and die role of the MSC in the 
California electricity market is given the end of my testimony. This is followed by a listing of the reports prepared by the 
MSC that have been submitted to the Federal Energy Regulatory Commission since the start of the California market. 
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a worst-case scenario for how another California electricity crisis could occur if these 
recommendations are not followed. 

Diagnosing the California Electricity Crisis 

At the outset, I would like to emphasize that the California electricity crisis was not a market 
failure, a but a regulatory failure. As has been shown in recent research that I have carried out with 
Severin Borenstein and James Bushnell of the University of California, the relationship between the 
underlying market fundamentals and the level market power exercised in the California electricity 
market was not appreciably different between the summer of 2000 and the summers of 1998 and 
1999. 2 As is becoming increasingly clear as more information becomes publicly available about the 
behavior of market participants in the California market during the period May 2000 to June 2001, 
there was never a shortage of generation capacity to serve consumers in California and the rest of 
the West. Instead, the observed scarcity electricity of during the crisis period was caused by market 
participants creating an artificial shortage of electricity that would enable them to sell the electricity 
they did provide at substantially higher prices. A number of independent studies by the California 
ISO’s Department of Market Analysis, the California Public Utilities Commissions and several 
academic studies using publicly available data have documented this withholding behavior by 
generation unit owners during the crisis period. 1 This artificial scarcity during the crisis period also 
allowed suppliers to charge substantially higher prices for any electricity delivered under any 
forward financial contract with a delivery date in the future less than the time necessary bring a 
substantial amount of new generating capacity on-line to serve California. Operationally, this meant 
that any forward financial contract signed during the period January 2001 and May 2001 that 
delivers any electricity during the period June 2001 to December 2003 would reflect the level of 


2 Boremteiu, Severin, Bushnell, James, and Wolak, Frank. (2002) "Measuring Market Inefficiencies in 
California’s Restructured Wholesale Electricity Market,” available from http://www.stanford.edu/~wolak. 

3 Joskow, Paul and Kahn, Ed, (2002) “A Quantitative Analysis of Pricing Behavior in California’s Wholesale 
Electricity Market During the Summer of 2000: The Final Word,” available at http://econ-www.mit.edu/faculty/pjoskow, 
is the most widely cited study using publicly available data. The ISO’s Department of Market Analysis produced a 
number of reports using confidential data quantifying the extent of withholding behavior among the large California 
market participants. The California Public Utilities Commission recently released a study of withholding behavior during 
the period January 2001 to May 2001 by the large California market participants available at http://www.cpuc.ca.gov 
/pubiished/Graphics/ 1941 7.PDF. 
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market power that suppliers expected (at the time they signed the contract) to exist in the spot 
electricity market at the delivery date. 

Market participants did not need to coordinate their behavior to create this artificial shortage 
of electricity that allowed them to set extremely high electricity prices during the period May 2000 
to June 2001 . Because of water availability' for hydroelectric production in the Pacific Northwest 
during the summer of 2000, market participants found this behavior unilaterally profit-maximizing 
given the actions of other suppliers in the West. Evidence of this significant decline in import 
availability is that the average hourly quantity of imports into California during the latter part of the 
summer of 2000 was roughly half the average hourly value of imports during the same time period 
in 1999, despite average electricity prices in during the latter part of the summer of 2000 more than 
5 times higher than average prices during the latter part of the summer of 1 999. To understand the 
importance of import availability to performance of the California market, it is important to recall 
that, historically, California has obtained roughly one-quarter of its electricity needs from imports. 

Owners of fossil-fuel generation facilities serving the California market recognized that 
higher profits were possible by pursuing a strategy of withholding capacity from the market either 
by refusing to offer their units to the market, declaring their units unavailable to operate, or by 
bidding prices vastly in excess of the average variable cost of supplying electricity from their 
generation units. This withholding behavior by fossil-fuel generation owners during the period May 
2000 to June 200 1 is documented in the studies referred to earlier in my testimony. Further evidence 
consistent with this withholding behavior is the unprecedented quantity of generation capacity 
unavailable to serve California during the period June 2000 to June 2001. For example, during the 
seven-month period November 1, 2000 to May 31, 2001, the average daily quantity of generation 
capacity forced or scheduled off-line in California was in excess of 10,000 megawatts (MW), 4 This 
figure is slightly less than one-quarter of the total amount of generating capacity in California. 

The combination of low import availability and extraordinary high levels of generation 
capacity off-line in California allowed in-state suppliers to bid the capacity they did make available 
at extremely high prices and still have their bids accepted. Because the vast majority of imports 
from the Pacific Northwest are from hydroelectric facilities, the quantity of imports of available to 


4 The California Energy Commission compiles summary statistics on the average daily amount of capacity off- 
line on a monthly basis at http://www.energy.ca.gov/elecUicity/monthly_oftMine.html. 
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California was not likely to change until water conditions in Pacific Northwest improved. Water 
levels in Pacific Northwest during the last quarter of 2000 and first quarter of 2001 were extremely 
low and forecast to be as low or lower during the spring and summer of 200 1 . Consequently, it was 
reasonable for suppliers to expect that their withholding strategy would be extremely profitable 
through, at least, the autumn of 200 1 , because of forecast low water levels (and import availability) 
in the Pacific Northwest during this time period. 

Further evidence that the California electricity crisis was due to an artificial scarcity of 
electricity is that all of the blackouts of firm electricity customers occurred during the months of 
January, March and May of 2001, when the daily peak demand for electricity was no greater than 
34,000 MW. However, I would like to stress that the California ISO was able serve demand peaks 
above 43,000 MW during the summer of 2000 and demand peaks above 41,000 MW during the 
summer of 2001 without curtailing firm electricity customers. Rolling blackouts during these 
months, the high-consumption period of the annual demand cycle in California, would be consistent 
with a true shortage of generating capacity. In contrast, rolling blackouts during January and March, 
the low-consumption period of the annual demand cycle, and early May, a time of comparatively 
low demand, casts considerable doubt on the existence of a tme scarcity of generating capacity to 
serve California. 

While the above description of events in the California market might give the impression 
that suppliers engaged in illegal behavior to raise electricity prices during crisis period, I would like 
to emphasize that explicit coordination among suppliers was not necessary. Clearly, coordinated 
behavior among California participants would have made it easier to create this artificial scarcity, 
but, the technology of producing and distributing electricity and how it is priced to final consumers, 
combined with certain market conditions can result in the unilateral profit-maximizing responses 
of suppliers to these system conditions setting prices vastly in excess of competitive levels. 
Specifically, the availability imports to California during the crisis period and the very small 
quantity of forward contract coverage between California suppliers and the three large load-serving 
entities (LSEs) in California-Pacific Gas and Electric (PG&E), Southern California Edison (SCE) 
and San Diego Gas and Electric (SDG&E)-combined with the unilateral profit-maximizing actions 
of these suppliers to raise average energy prices over the period May 2000 to June 200 1 to more than 
five times average prices over the period April 1 , 1998 (the start of the California wholesale market) 
until April 30, 2000. 
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Fundamental Enabler of Supplier Market Power in California 

I will now describe the primary factor that allowed suppliers serving the California market 
to raise prices vastly in excess of competitive levels during the period May 2000 to June 2001. 
Different from any other wholesale electricity market operating in the US or any other country in 
the world, when California sold off approximately 18,000 MW of fossil-fuel generation capacity 
owned by PG&E, SCE, and SDG&E to Duke, Dynegy, Reliant, AES, and Mirant, the five new 
entrants to the California market, it was done without an accompanying provision that the new 
owners agree to sell back to these three firms at fixed-price a large fraction of the expected annual 
output from these units in long-term contract with a duration of at least 5 years. These mandatory 
buy-back forward contracts sold along with the generation units are typically called “vesting 
contracts.” A vesting contract on a 500 MW unit might require the new owner to sell an average 
of 400 MWh each hour back to the load-serving entity that sold the generation asset at a price set 
by the regulator (before the asset is sold) for a period of at least 5 years. There are number 
modifications to this basic vesting contract structure, but the crucial feature of these forward 
contracts is that they obligates the new owner to sell fixed quantity of energy each year at a fixed 
price to the (LSE) affiliate of the former owner. 

This forward contract sets up an extremely powerful incentive for the new owner to produce 
at least the contract quantity from its unit each hour of the day. The new owner must purchase any 
energy necessary to meet its forward contract obligations that it does not supply from its own units 
at the spot market price and sell it at the previously agreed upOD fixed price. Consequently, the 
supplier only has an incentive to bid to raise the market price if it is assured that it will produce at 
least its forward contract obligations from its own units. However, this supplier cannot be assured 
of producing its forward contract obligation unless its bids for this quantity of energy are low 
enough to be accepted by the ISO. If each supplier knows that other suppliers have vesting contracts 
and are eager to supply at least their forward contract obligations from their own units, then all 
suppliers will have strong incentives to bid very close to their marginal cost of production for their 
forward contract obligation. This aggressive bidding brought about by the desire of suppliers to 
cover their forward contract positions will set market prices very dose to competitive levels in all 
but the highest demand periods when at least one supplier is confident that it will be needed by the 
ISO to produce more energy than its forward contract quantity regardless of how high it bids. 
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In contrast, if suppliers have little or no forward contract obligations, their incentive to bid 
substantially in excess of the marginal cost supplying electricity from their units can be much 
greater. That is because they will earn the market-clearing price on all of electricity they produce. 
Because these suppliers have no forward contract obligations to meet, they are net suppliers of 
electricity with the first MWh of electricity they produce. To understand this dramatic change in 
the incentive to raise prices caused by having no forward contract obligations, consider the 500 MW 
unit described earlier. Suppose this supplier actually produces 450 MWh of energy. In a world with 
vesting contracts, if it manages to raise market prices by $l/MWh, this will increase its revenues by 
the difference of 450 MWh (the amount energy it actually produces) and 400 MWh (the amount of 
its forward contract obligation), times $l/MWh or $50. In contrast, in a world with no forward 
contract obligation, if this firm manages to increase the market price by $l/MWh is earns an 
additional $450 in revenues, because it is paid this price for all of its sales. In this simple example, 
the lack of any forward contract obligation for the suppliers has resulted in a 9 times greater 
incentive to raise market prices by $ 1/MWh, than would be case if the firm had the forward contract 
obligation to supply 400 MWh. Extending this example to the case of suppliers that own a portfolio 
of generation units, one can immediately see the tremendous increase in the incentive bid in excess 
of marginal costs during certain system conditions caused by the lack of vesting contracts. The five 
new entrants to the California market had very limited forward contract commitments to the three 
large load serving entities in California. 5 Consequently, any increase in the market price could be 
earned on virtually all of the energy produced by these suppliers. 

This same incentive for suppliers to raise spot prices in the eastern ISO is limited to extreme 
demand conditions, because all of the large load-serving entities in these markets either own 
sufficient generation capacity to meet virtually all of their final demand obligations or have vesting 
contracts with the new owners of their units for substantial fraction of the expected output of these 
units. Consequently, the exercise of significant market power only occurs during very high demand 
conditions. 6 Although it is difficult to get precise estimates of extend that final demand is covered 


5 The California Power Exchange ran a “block forwards” long-term financial contract market, and some of the 
California LSEs had purchased a limited amount of long-term financial contract coverage from this market. 

6 James Bushnell and Celeste Saravia. "An Empirical Assessment of the Competitiveness of the New England 
Electricity Market" (May 2002, available frcm http://www.ucei.bcrkclcy.edu/ucei/PDF/csemwpl 01 .pdf) shows that 
significant market power exists during high demand conditions in the New England and PJM electricity markets. 
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by forward contracts, estimates for the PJM, New' York and New England Markets suggest that more 
than 90 percent of annual demand is covered by forward financial obligations either in the form of 
generation ownership or forward financial contracts . In California during the period May 2000 to 
June 2001, this figure was close to 40%, which is the approximate average percentage of the total 
demand of the three large investor-owned utilities that could be met from their own generation units. 
As noted above, the five new entrants-Duke, Dynegy, Reliant, AES and Mirant-had very limited 
forward contract obligations to supply to these three large LSEs. 

The very limited forward contract obligations to the three LSEs by the five new fossil-fuel 
capacity entrants combined with low import availability during the second half of 2000 created an 
environment where the unilateral profit-maximizing bidding behavior of these suppliers resulted in 
prices vastly in excess of competitive levels. If California had forward contract coverage for final 
demand at the same levels relative to annual demand as is the ease in the eastern ISOs, I do not 
believe that California suppliers would have found it unilaterally profit-maximizing to withhold 
capacity to create the artificial scarcity that allowed them to raise market prices dramatically. 
Moreover, even if they had been able to raise market prices, California consumers would have only 
had to pay these extremely high prices for less than 10 percent of their consumption rather than for 
close to 60 percent of their consumption. 

The lack offorward contract obligations to final load in California created an additional harm 
to California relative to other states in the west that used the spot market for less than 5% percent 
of their electricity needs. The substantially larger spot market share in California meant that the 
same $/MWh electricity price increase resulted in wholesale energy payments increases in California 
that were more thanl 0 to 12 times higher than the wholesale energy payments increases in the rest 
of the western US. 
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Regulatory Dispute that Led to California Crisis 

The California electricity crisis was the direct result of the conflict between the Federal 
Energy Regulatory Commission and the state of California over the appropriate regulatory response 
to the extremely high wholesale electricity prices in California during the summer and autumn of 
2000. The state of California argued that wholesale electricity prices during the summer and autumn 
of 2000 were unjust and unreasonable and it was therefore illegal under the Federal Power Act of 
1935 for California consumers to pay these wholesale prices. However, not until it issued a 
preliminary order onNovember 1 , 2000 did FERC first state that wholesale prices in California were 
unjust and unreasonable and reflected the exercise of significant market power by suppliers to the 
California market. Although FERC reached this conclusion almost four months after California, the 
ultimate conflict between the FERC and state of California does not appear to be over whether 
wholesale prices in California during the summer and autumn of 2000 were illegal under the Federal 
Power Act. Instead, the ultimate regulatory conflict that led to the California crisis appears to be 
over the appropriate remedy for these unjust and unreasonable prices. 

To understand the statutory mandate that FERC operates under that allows this regulatory 
failure to occur, it is useful to review the provisions of the Federal Power Act that require FERC to 
set “just and reasonable” wholesale electricity prices and to describe how FERC has managed to 
introduce wholesale electricity markets in spite of its statutory mandate to set just and reasonable 
wholesale prices. The accepted legal standard for just and reasonable wholesale prices are those that 
recover production costs, including a “fair” rate of return on the capital invested by the firm. 
Moreover, if the FERC finds that wholesale electricity prices are unjust and unreasonable, the 
Federal Power Act gives it considerable authority to take the actions necessary to set just and 
reasonable prices. Finally, the Federal Power Act requires that FERC order refunds for any 
payments by consumers for prices in excess just and reasonable levels. 

Approximately ten years ago FERC embarked on an explicit policy to promote wholesale 
electricity markets throughout the US. The price a generation unit owner receives from selling into 
a wholesale electricity market is would be determined by the willingness of all generation unit 
owners to supply electricity, rather than an administrative process that uses the firm’s production 
costs and a rate of return on capital invested to determine the price it is paid. The just and 
reasonable price standard for wholesale electricity prices required by the Federal Power Act 
presented a significant legal and regulatory challenge for FERC because markets can set prices 
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substantially in excess of the production costs for sustained periods of time. This occurs because 
one or more firms operating in the market have market power~the ability to raise market prices 
through their unilateral action and profit from this price increase. 

Because of the very large potential harm from the exercise of unilateral market power by 
firms in a competitive electricity market, FERC has determined that unless a firm can prove that it 
does not possess market power it is not eligible to receive market-based prices. An implication of 
FERC's logic for granting market-based rate authority is that only if all firms participating in a 
market possess no market power will the price set by the market satisfy the just and reasonable 
standard of the Federal Power Act. Specifically, before it allows any market participant to receive 
a market price rather than a cost-based regulated price, FERC requires each participant to 
demonstrate that it does not have market power. My previous testimony submitted to this committee 
on June 13, 2001 describes FERC’s process for determining whether a firm is can sell at market- 
based prices. 7 

As should be clear from the events in California from June 2000 to June 2001, fee process 
FERC uses to determine whether a firm is eligible to receive market-based prices is fatally flawed. 
First, the dichotomy implicit in the FERC process that a firm either possesses market power or does 
not possess market power is factually false. Depending on conditions in the transmission in network 
and the operating decisions of all market participants, almost any firm can possess substantial market 
power in the sense of being able to impact significantly the market price through its unilateral 
actions. Second, it also extremely difficult, if not impossible, to determine on a prospective basis 
the frequency that a firm possesses substantial market power given the tremendous uncertainty about 
system conditions and the incentives they create for the behavior of other firms in the market. 
Finally, the methodology used by the FERC to make a determination of whether a firm has the 
ability to exercise market power uses analytical techniques that have long been acknowledged by 
the economics profession as grossly inadequate. My June 13, 2001 testimony describes these 
shortcomings in detail. 

Because FERC granted market-based price authority to all sellers in the California market 
using a flawed and outdated methodology without any accompanying regulatory safeguards, it is not 

7 Wolak, F.A. “Written Testimony On Role of Federal Energy Regulatory Commission in Functioning of 
California Electricity Market,” June 13, 2001 (available from http:/www. stanford.edu/~wolak). 
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surprising that a sustained period of the exercise of significant market power and unjust and 
unreasonable wholesale prices occurred because of the substantial dependence of California’s three 
large LSEs on the spot market. However, FERC’s remedies implemented in its December 15, 2000 
order are more difficult to understand. Despite filings by a large number of parties arguing that 
these remedies (also proposed in the November 15, 2000 preliminary order) would be ineffective 
at best and most likely harmful to market, FERC still implemented their proposed remedies largely 
without modification. For example, the Market Surveillance Committee of the California ISO that 
I chair wrote in its December 1 , 2000 comments, “The MSC concludes in its analysis that the 
Proposed Order’s remedies are likely to be ineffective to constrain market power and, in fact, could 
exacerbate California’s supply shortfalls, and thereby, increase wholesale energy prices.” 8 
Unfortunately, this is precisely what happened following the implementation of these remedies in 
January of 2001 . The California Power Exchange went bankrupt, PG&E declared bankruptcy, SCE 
came close to declaring bankruptcy, and rolling blackouts of firm load occurred in January, March 
and May of 2001. 

As noted in the December 1, 2000 MSC report, FERC’s soft price cap policy contained in 
its December 1 5, 2000 final order amounted to no price cap on wholesale electricity prices, because 
all suppliers had to do was to cost-justify their bids in excess of the $150/MWh soft price cap, 
something they found increasingly easy to do over time because FERC only did a very limited 
review of the prudency of these cost justifications. Rather than remedying the unjust and 
unreasonable prices of the summer and autumn of 2000, the December 1 5, 2000 remedies produced 
wholesale prices from January 1, 2001 to the end of June 2001 that were substantially higher than 
average wholesale prices during any preceding or following six-month period, along with the rolling 
blackouts and bankruptcies and near-bankruptcies described above. 


8 Wolak, Frank A., N ordhaus, Robert, and Shapiro, Carl, “Analysis of 'Order Proposing Remedies for California 
Wholesale Electric Markets (Issued November 1, 2000),’ December 1, 2000 (available from 
http://www.stanford.edu/~wolak). 
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Solution to California Electricity Crisis 

I now address the question of the solution to California electricity crisis. As described 
above, the lack of vesting contracts between California suppliers and the three large LSEs created 
strong incentives for suppliers to withhold capacity from the market in order to increase spot prices. 
By this logic, if enough California suppliers had a substantial amount of their capacity committed 
in long-term contracts to California LSEs, the incentive California suppliers had to withhold 
capacity from the market would be substantially reduced and the accompanying very high average 
spot prices created by this artificial scarcity would be largely eliminated. For this reason, the 
December 1, 2000 report of the Market Surveillance Committee proposed a joint/federal state 
regulatory mechanism to implement what amounted to ex-post vesting contracts between 
California’s LSEs and suppliers to the California market at fixed prices set by the FERC. However, 
this regulated forward contract remedy was rejected by FERC in its December 15, 2000 order. 
Consequently, if the state of California wished purchase the quantity and mix of forward contracts 
necessary to commit suppliers to the California market during the summer 2001 and following two 
years, it would have to pay prices that reflected the market power that suppliers expected to exist 
in the spot market in California over the coming two years. Suppliers would not voluntarily sell 
their output in a forward contracts that covered this time period at prices below what they expected 
to receive in the spot market. 

Thus, the only way for California to lower the price it had to pay for a forward contract was 
to increase the duration of the contract or the fraction of energy purchased in the later years of 
contract. By committing to purchase more power from existing suppliers at prices above the level 
of spot prices likely to exist in California more than two years into the future, California could 
obtain a lower overall forward contract price. However, this was simply a case of paying for the 
market power that was likely to exist in the California spot market during the period June 2001 to 
May 2003 on the installment plan rather only during this two-year time period. 

During the late winter and early spring of 2001, the state of California implemented this 
solution, by signing approximately $45 billion in forward contracts with durations averaging 
approximately ten years. These forward contracts committed a significant amount electricity to the 
California market during the summer of 2001 and even more in the summer of 2002 and beyond. 
While a few of the forward contracts signed during the winter of 2001 began making deliveries in 
late March and the beginning April and May of 2001, a substantial fraction these contracts began 
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delivering power to California during June 1, 2001 . The vast majority of the remaining contracts 
delivering power during summer of 2001, began July 1, 2001 and August 1, 2001. 

FERC Price mitigation plan described in its June 19, 2001 order was implemented June 20, 
2001. This plan established a west- wide price cap and required power marketers to bid as price 
takers in the California market. However, all sellers other than power marketers were still allowed 
the opportunity to cost-justify and be paid as-bid for their electricity at prices above this west-wide 
price cap. 

To assess the relative impact on spot market outcomes of this price mitigation plan relative 
to the forward contracts purchased by the state of California, it is important to bear in mind the 
following facts. First, the FERC price mitigation plan only applied to sales in the California ISO 
real-time market. During this time period less than 5% of the energy consumed in California was 
paid the ISO real-time price. The vast majority of sales during the summer of 2001 were made 
through the long-term forward contracts signed during the winter of 2001 and medium-term 
commitments to supply power negotiated by the California Department of Water Resources. 
Second, according to the California ISO’s Department of Market Analysis, average prices for 
incremental energy were slightly below $70/MWh during July of 2001 and less than $50/MWh for 
the remaining months of 2001. Throughout this entire time period the west-wide price cap was 
slightly above $91/MWh. Third, according to the July 25, 2001 Market Analysis Report of the 
ISO’s Department of Market Analysis, the extent to which real-time prices exceeded the competitive 
benchmark price during the period June 1,2001 to June 19,2001 was substantially smaller than it 
was any previous month during 2001 9 . The result is consistent with the forward contracts beginning 
delivery on June 1 , 200 1 providing incentives for more competitive spot market behavior. Finally, 
it is important to note that demand during each month of 2001 was approximately 5% percent less 
than demand during the same month of 2000, because of significant conservation efforts by 
California consumers. All of these facts suggest that the June 19, 2001 price mitigation plan was 
not a binding constraint on real-time prices during the vast majority of hours of the second half of 
2001. 


9 Sheffrin, Anjali, “Market Analysis Report,” July 25, 2001 (available from 
http://www.caiso.com/docs/2001/07/26/200107260820387855.pdf) 
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Monthly average real-time incremental energy prices from January 1 , 2002 to September 3 0, 
2002, the end of price mitigation period, averaged between S50/MWH and $60/MWh, which 
provides evidence that this price mitigation plan was not the binding constraint on prices for the vast 
majority of hours of the first nine months of 2002 as well- Average prices for near-term energy 
during the period July 1, 2001 to September 30, 2002 were significantly lower than average 
incremental real-time energy prices over this same time period. This result provides evidence that 
the long-term contracts signed during the winter of 2001 caused suppliers to exhibit more 
competitive behavior in the near-term energy market during this time period. More recent analyses 
of market outcomes by the Department of Analysis of the California ISO that accounts for the 
impact of the forward contract obligations of the large suppliers finds additional evidence consistent 
with the view that these forward contract obligation increased the competitiveness of the near-term 
and real-time electricity markets during the period July 2001 to September 2002. 

Although I believe that the FERC July 19, 2001 price mitigation order, at most, had a very 
limited impact on the competitiveness of the medium-term and real-time spot markets for electricity 
in California relative to the impact of forward contracts signed by the state of California during the 
winter of 2001, the greater willingness of FERC to support the actions of the California ISO 
operators following the June 19, 2001 order significantly benefitted the reliability of the California 
ISO transmission network. Following the implementation of the June 19, 2001 order, FERC was 
much more willing to take tangible actions in support of the ISO’s efforts to make suppliers comply 
with FERC’s must offer requirement as well as a number of other provisions of the ISO tariff. I 
believe that these actions convinced California market participants that FERC was now taking are 
far more active role in regulating the California market and that this more active presence in 
California benefitted system reliability and market performance. 

Lessons Learned from the California Electricity Crisis 

Several lessons from the California electricity crisis follow directly from the diagnosis of the 
causes and solution to the California electricity crisis given in the previous section of this testimony. 
The most important lesson is that any re-structuring process should begin with a large fraction of 
final demand covered by long-term forward contracts. Only a very small fraction of total demand 
should be purchased from the medium-term and real-time markets, particularly given the way that 
retail electricity is priced to final consumers throughout the US. To the extent that the wholesale 
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market in a geographic region is highly dependent cm imports and highly dependent on hydroelectric- 
power, the fraction of total demand that should be left to the medium-term and real-time market is 
even smaller. For this reason, the forward contract coverage of final load at the start of the market 
in California should have been even greater than what exists in any of the markets in the eastern US 
because none of them are as dependent on imports and hydroelectric energy as California. 

The second lesson is that state and federal regulators must coordinate theirregulatory efforts 
to protect consumers. Because FERC disregarded much of the input from California regulators and 
policymakers and other independent monitoring entities intimately acquainted with the performance 
of the California market during autumn of 2000 in formulating its December 15, 2000 order 
implementing remedies for the California market, this order had many unintended consequences that 
only made matters worse, rather than remedying the extreme market power exercised in the spot 
electricity market in California. This outcome underscores an important component of this lesson 
this is particularly relevant for states that have not yet re-structured. State regulators cannot protect 
consumers from market power in the wholesale market without the cooperation of the FERC because 
it is the only regulatory body charged with setting just and reasonable wholesale electricity prices. 
To provide the necessary assurance to states that another regulatory crisis between FERC and state 
regulators will not occur at some future date, it may be necessary for FERC to implement a formal 
mechanism that guarantees that it will fulfill its statutory mandate to set just and reasonable 
wholesale prices in the most timely manner possible should market outcomes that reflect significant 
market power arise in any wholesale electricity market that it regulates. I am extremely skeptical 
that the national political process will allow further re-structuring of the electricity supply industry 
unless FERC is able to provide a greater degree of assurance to state regulators that it will provide 
the same or a superior level protection to consumers relative to what they received in the former 
vertically integrated utility regime. The tremendous resistance to FERC’s standard market design 
NOPR expressed by politicians and policymakers in the majority of US states appears to be due in 
large part to the perception that FERC cannot or wall not provide this level of protection to 
electricity consumers. 

An important corollary to the necessity of coordinating federal and state regulatory policies, 
is that a successful wholesale market design must take into account the existing retail market design. 
Federal wholesale market polices must be coordinated with state-level retail market policies. The 
details of state-level retail market policies can have potentially enormous unintended consequences 
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for wholesale market performance. For example, designing a wholesale market assuming the 
existence of active participation in the wholesale market by final consumers, when virtually all retail 
markets in the US does not support such participation, will not create a workably competitive 
wholesale market. Consequently, a national policy for a standard wholesale market design should 
at least recognize that certain conditions in the retail market are necessary to support a workably 
competitive wholesale market. For example, one retail market pre-condition for FERC approval of 
a wholesale market design would be that all customers above some peak demand level, say 200 KW, 
have hourly meters at their facility and face a default price equal to the hourly spot price of 
electricity at their location. FERC may also wish to consider pre-conditions on the retail infra- 
structure to support participation by small business and residential customers in wholesale market, 
but some pre-conditions on the retail infra-structure for large, sophisticated electricity consumers 
is essential. 

A third lesson from the California crisis is that FERC cannot set ex ante criteria for a supplier 
meet in order it to be allowed to receive market-based prices without an ex post criteria for assessing 
whether the subsequent market prices are just and reasonable. As discussed above, it is impossible 
determine with certainty on an ex ante basis whether a supplier owning a portfolio of generation 
units has the ability to exercise significant market power. Consequently, I see no way for FERC to 
avoid devising a transparent methodology for determining what constitutes a just and reasonable 
price in a wholesale market regime. Despite over four years experience with wholesale markets in 
the US, FERC is still unwilling to define what constitutes unjust and unreasonable prices. This 
FERC policy creates unnecessary regulatory uncertainty and increases the likelihood of another 
California electricity crisis, where there is a disagreement between FERC and state regulators over 
the extent to which wholesale prices are unjust and unreasonable and the appropriate regulatory 
remedies for these prices. 

If one is willing to acknowledge that suppliers attempt to exploit all of the unilateral market 
power that they possess and that conditions in the transmission network and the production and 
consumption decisions of other market participants determine whether a firm possess substantial 
market power, then it follows that a supplier cannot be immunized against the ability to exercise 
market power on an ex ante basis. By this logic, the issue is no longer whether any supplier 
possesses market power, but whether the unilateral actions of all market participants exercising all 
available market power results in prices that impose significant harm to consumers. In other words, 
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do wholesale prices reflect the exercise of a substantial amount of market power for a sustained 
enough period of time to impose sufficient harm to consumers to justify regulatory intervention? 
This is the fundamental question that FERC must answer in order to provide a transparent definition 
of what constitutes unjust and unreasonable prices in a wholesale market regime. Specifically, 
FERC should be required to define the extent of market power exercised, the geographic market 
over which it is exercised and the time interval over which it exercised that results in unjust and 
unreasonable wholesale prices worthy of regulatory intervention. A transparent definition of unjust 
and unreasonable prices in a wholesale market regime that can be applied to any wholesale market 
considerably simplifies the process of regulating wholesale markets. If this transparent standard 
(that can be computed by all market participants) for prices is exceeded then regulatory intervention 
should automatically occur. 

This perspective on just and reasonable wholesale market prices suggests a potential logical 
inconsistency in FERC’s current approach to enforcing the just and reasonable price provision of 
the Federal Power Act. Specifically, in both public statements and its orders, FERC has stated that 
it is important to find the bad actors and punish them for causing unjust and unreasonable prices. 
While it is important to find market participants that violated market rules and take back their ill- 
gotten gains as well as penalize them for any market rule violations or illegal behavior, these 
statements by FERC seem to suggest that bad behavior on the part of a market participant is 
necessary for unjust and unreasonable prices worthy of refunds to occur. However, as emphasized 
in the above discussion and my June 13, 2001 testimony, the unilateral actions of all privately- 
owned market participants to serve their fiduciary responsibility to their shareholders and the 
unilateral actions of all publicly-owned market participants to serve the interests of their captive 
customers can result market outcomes that reflect the exercise of enormous market power. In short, 
there is no need for any malicious behavior by any market participant for a wholesale electricity 
market to produce unjust and unreasonable prices. Moreover, the Federal Power Act does not 
specify that prices must be the result of malicious behavior by a market participant in order for them 
to deemed unjust and unreasonable. The Federal Power Act only requires that if FERC determines 
that prices are unjust and unreasonable, regardless of the cause, then it must take actions to set just 
and reasonable prices and it must order refunds for any payments in excess of just and reasonable 
levels. 
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The Federal Power Act does not say that these refunds must be paid only by firms that 
violated market rules or engaged in illegal behavior. This is the fundamental logical inconsistency 
that FERC faces in attempting to introduce wholesale markets without an explicit statutory mandate 
to do so. Firms can be required to refund wholesale market revenues despite the fact that no market 
participant engaged in any illegal behavior or violated any market rule, because their unilateral 
profit-maximizing actions jointly resulted in unjust and unreasonable market prices. This means that 
the legal actions of market participants in compliance with the market rales can result in market 
prices that are illegal and worthy of refunds. I believe the best way for FERC to deal with this 
problem is once again to set a transparent standard for what constitutes unjust and unreasonable 
prices in a wholesale market regime and set a pre-specified regulatory intervention that will occur 
if this standard is violated. This will minimize the potential for future FERC versus state regulatory 
conflict that can create another California electricity crisis. 

Recommended Changes in FERC’s Regulatory Oversight of Wholesale Market 

A final lesson from California crisis is that FERC must regulate, rather than simply monitor 
wholesale electricity markets. As should be clear from the previous sections and the description of 
the earning warning signs of the exercise of market power in the California market discussed in my 
June 13, 2001 testimony, there was no shortage of effective market monitoring in California from 
the start of the market in April 1, 1998 to the present time. The Department of Market Analysis of 
the California ISO, the Market Monitoring Committee of the California Power Exchange, the Market 
Surveillance Committee of the California ISO, as well as a number of state agencies all documented 
the exercise of market power in California. However, none of these entities had the authority to 
implement any market rule changes or penalty mechanisms to limit the incentives firms had to 
exercise market power or violate California ISO market rules. Only FERC has the authority to 
implement market rules changes and make regulatory interventions to improve market performance. 
Rather than focusing its attention of monitoring market performance, FERC should instead 
concentrate on designing pro-active protocols for rapid regulatory intervention to correct market 
design flaws as quickly as possible and order refunds as soon as unjust and unreasonable prices are 
found. 
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What allowed the California crisis to exist was not a shortage observers with radar guns 
recording the speed of cars on the highway. It was the lack of traffic cops writing tickets and 
imposing fines on cars that exceeded the posted speed limit. 

On the topic of the necessity of FERC regulating rather than simply monitoring wholesale 
market, I would like to use FERC’s soft price cap policy during the period January 2001 through 
June 2001 to illustrate this point. As discussed above, the soft cap policy stated that if a generator 
could cost-justify a bid in excess of the $150/MWh soft price cap, then it could be paid as bid for 
its energy if it was needed to meet demand. However, regulation that simply says a firm must justify 
their costs in order to be reimbursed, can amount to no regulation at all. The recent revelations that 
energy traders in California misreported transactions prices during the crisis period suggests that it 
would be easy for an electricity supplier to obtain an invoice for its natural gas input fuel purchase 
at prices in excess of the actual cost to its energy trading affiliate. Consequently, without a rigorous 
prudency review of how input costs are actually incurred and disallowances for imprudently incurred 
costs, there is little limit on the prices that firms might be able to cost-justify. In fact, during the 
period January 1, 200 1 to June 30, 2001, electricity suppliers often cost-justified and where paid as- 
bid prices substantially in excess of $300/MWh under the guise of the FERC soft-cap policy. For 
this reason, anytime FERC caps the bids that a firm might submit based on its costs of production, 
it must perform a prudency review of these costs and be prepared to disallow any cost that cannot 
be adequately justified. 

A final point related to the importance of FERC regulating rather than simply monitoring is 
the necessity ofvery accurate data on physical characteristics of plants, input fuel prices, other input 
prices and many other aspects of the operation of the wholesale market to carry out this task. For 
example, in order to perform a satisfactory review of the prudency of costs a firm would like to 
recover, FERC must have the best available data on these variables. Moreover, in order to compute 
the best possible estimate of what constitutes a just and reasonable wholesale market price FERC 
will need, at a minimum, the best available information on the operating characteristics of generation 
units, input fuel prices, the physical state of the transmission network. Finally, in order to provide 
tangible evidence on how well it is doing in delivering economic benefits (in the form of lower 
prices) to consumers that they would not have received in the former vertically integrated utility 
regime, FERC will need to be able to determine what prices would been under the former vertically 
integrated utility regime. This will require the same information. Consequently, particularly during 
the initial transition to a wholesale market regime, FERC should substantially increase, and certainly 
not reduce, the amount of data that it collects from market participants if it would like to be an 
effective and credible regulator. 
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FEDERAL ENERGY REGULATORY COMMISSION 

WASHINGTON, DC 20426 


OFFICE OF THE CHAIRMAN 


December 20, 2002 


The Honorable Joseph I. Lieberman 
Chairman 

Committee on Governmental Affairs 
United States Senate 
Washington, D.C. 20510-6260 

Dear Mr, Chairman: 

I appreciate the opportunity to testify before your Committee at its November 12, 
2002 hearing about the oversight of the Enron Corporation by the Federal Energy 
Regulatory Commission (FERC or the Commission) and the lessons learned from Emm's 
financial collapse. 

Thank you for your letter of November 26, 2002, enclosing questions from you 
and Senators Fred Thompson and Carl Levin, for the record of your Committee's 
November 12 hearing. My answers to those questions are enclosed. 

Please note that the Commission requests CONFIDENTIAL TREATMENT 
for the response to Senator Levin’s Question No. 8. That response is attached in the 
Confidential Non-Public Appendix to this letter. If you need additional information, 
please do not hesitate to let me know. 


regards. 



PaiWood, III 
Chairman 


Enclosure 
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CHAIRMAN WOOD’S RESPONSES TO QUESTIONS 
SUBMITTED BY SENATORS 


Senator Lieberman 


Question 1 : In our February 15, 2002 letter to you, the Committee requested, among 
other things, a list of all communications between Enron and the 
Commission (including all Commissioners, officers or employees of FERC) 
from January 1, 1992 to December 2, 2001. You responded to this request 
on March 4, 2002 and supplemented this response on March 20, 2002. 

Since then, questions have been raised about the completeness of these 
responses. 

a. Please indicate whether the information provided in FERC’s submission of 
March 4, 2002 and March 20, 2002 is a complete and accurate record of 
your communications with Enron and its representatives during that time 
period. If not, please list any communications (as that term is defined in the 
Committee’s February 15, 2002 letter) that you had with Enron or its 
representatives from January 1, 1992 through December 2, 2001 that were 
not included in the Commission’s earlier submissions to the Committee. 


Answer : To the best of our knowledge, the information provided in FERC’s 

submissions of March 4, 2002, as supplemented on March 21, April 24, and May 8, 2002, 
contains a complete and accurate record of communications between FERC employees 
and Enron and its representatives during that time period. To tire best of our knowledge, 
those submissions plus the supplement submitted by Chairman Pat Wood to Special 
Counsel Gary Brown on October 18, 2002 contain a complete and accurate record of 
communications between the three current members of the Commission (Chairman 
Wood, Commissioner William L. Massey, and Commissioner Nora Mead Brownell) and 
Enron and its representatives. A copy of the October 18, 2002 response is attached to 
this answer. (As Question No. 1(c) recognizes, former Commissioner Breathitt 
supplemented her responses directly to Mr. Brown. Accordingly, we have sent her a copy 
of the November 26, 2002, letter, so that she may have the opportunity to respond to the 
Committee directly.) 

b. Is there anything to which you testified at the hearing with respect to your 
communications with Enron and its representatives that you wish to 
supplement? 
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Answer : Chairman Wood, Commissioner Massey, and Commissioner Brownell (the 

three current members of the Commission) believe that their testimony as given at the 
November 12, 2002 hearing is complete; for that reason, they do not wish to supplement 
it. 

c. On October 1 1, 2002, Minority Committee counsel wrote to FERC asking 
that the Commissioners review their answers to the Committee's February 
15, 2002 request for all communications between FERC and Enron and its 
representatives and amend or supplement them as necessary. (Neither the 
Chairman nor Committee Counsel received a copy of this letter.) You 
responded to this request by letter to Minority Committee counsel dated 
October 18, 2002. In your letter, you amended your answer about your 
communications with Enron and reported that Commissioner Breathitt 
would forward an amended answer under separate cover. Commissioner 
Breathitt did so, supplementing her original answer by letter to Minority 
Committee counsel dated October 30, 2002. You did not copy your 
response and that of Commissioner Breathitt to Minority counsel's October 
1 1, 2002 letter to the Committee, nor was the information therein otherwise 
provided as a supplemental response to the Committee’s February 15, 2002 
request. Given that these letters contained information responsive to the 
Committee's February 15, 2002 request and indicated that FERC's March 4 
and March 20 responses to the Committee were incomplete, why did you 
not supplement those responses to the Committee? 

Answer : We did not send a separate copy of the October 18, 2002 response to the 

Committee as a whole because we did not anticipate that the response might not be added 
by Committee staff to the record shared by the entire Committee. (Former Commissioner 
Breathitt was apparently under the same impression.) On many past occasions, we 
responded to inquiries from Mr. David Berick, Professional Staff Member, Governmental 
Affairs Committee, by sending materials directly to him, without sending additional 
copies to other Committee members. Hearing nothing to the contraiy, we believed that 
this was a sufficient means of conveying information to the full Committee, and believed 
that the same would be the case with respect to the response to Mr. Brown. We apologize 
for any inconvenience this may have caused the Committee. 

Question 2 : On September 17, 2001, Senator Feinstein and Senator Lieberman wrote to 
Chairman Wood in conjunction with a General Accounting Office review of 
communications between former FERC Chairman Curt Hebert and Enron 
Chairman Keimeth Lay asking ", . . that the Commission review its ethics 
and record-keeping regulations and procedures, including maintenance of 
telephone logs and other measures, to ensure that communications between 
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Commissioners and the regulated community are conducted in a manner 
that leaves no question in the public's mind about the objectivity and 
independence of the Commission." In a letter dated October 1 1, 2001, you 
responded to the September 17, 2001 letter and stated that "(w)e have 
reviewed our procedures in this regard and based on that review, I conclude 
that no changes to FERCs existing rules or relevant statutes are necessary 
at this time.” 

As GAO discovered in its investigation of the Hebert/Lay communications, 
Chairman Hebert did not keep a phone log of his conversations, thus 
making it difficult to ascertain information. In her October 30, 2002 
response to minority counsel, as well as in her testimony before the 
Committee, Commissioner Breathitt also noted that neither she nor her 
office keep telephone logs, and consequently her ability to respond to the 
minority request was limited. More generally, in response to the 
Committee's February 15, 2002 request for all communications between 
FERC and Enron and its representatives, FERC indicated that official 
records of such communications, including communications involving 
Commissioners, are not maintained by FERC; furthermore, some former 
FERC Commissioners, in their individual responses, indicated that they did 
not maintain phone logs or similar records of meetings and other 
communications and/or that they no longer possessed such records. The net 
result is that FERC apparently has been unable to provide the Committee 
with a complete picture of contacts Enron had with the Commissioners. 

Do you continue to believe that no changes are needed in FERC's existing 
rules or relevant statutes with regard to "the maintenance of telephone logs 
and other measures?" 

Answer : Yes. Maintaining telephone logs would impose an unwarranted 

recordkeeping burden and would be a wasteful use of employees’ time and government 
resources. 

In this regard, FERC's existing rules and practices concerning the creation and 
maintenance of agency records are consistent with the letter and spirit of the relevant 
rules and guidelines in current law. Thus, for example, neither the General Records 
Schedule (GRS) issued by the Archivist of the United States and applicable to FERC and 
most other Federal agencies, nor the National Archives and Records Administration 
guide, “Documenting Your - Public Service,” contemplates the creation or maintenance of 
telephone logs. In fact, GRS 23.5(b) provides that telephone logs as records documenting 
routine activities containing no substantive information may be destroyed or deleted when 
no longer needed for convenience of reference. 
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In addition, the integrity of the Commission's decisionmaking process is in large 
part protected by its ex parte rule, which applies to communications, including telephone 
conversations, between Commissioners (as well as other FERC employees) and members 
of the public. In a contested on-the-record proceeding, that rule found at 18 C.F.R. 

§ 385.2201 prohibits any off-the-record communication relevant to the merits of the 
proceeding between Commission decisional employees and any person outside the 
Commission. In the event that such a prohibited communication occurs, the Commission 
employee who makes or receives such a communication is obligated to place the 
communication {or, if oral, a summary of its substance) in the public file associated with, 
but not part of, the decisional record of the proceeding. Public notices of ex parte 
communications are issued by the Commission and published regularly in the Federal 
Register. The Commission employee is also obligated to warn the outside person that 
knowingly making an ex parte communication may lead to sanctions under 18 C.F.R. 

§ 3 85.220 l(i), including dismissal of the person's claim in the affected proceeding, or 
suspension of the person's privilege to appear before the Commission. Accordingly, 
while Commissioners may or may not maintain telephone or meeting logs, the public 
interest in the integrity of Commission decisions is protected by the ex parte rule. 

Question 3 : In light of the weaknesses (including a lack of searching, or in some cases 
any, scrutiny) inherent in both FERC’s review of applications for qualifying 
facility (QF) status and its self-certification process for QF’s, what steps 
does FERC intend to take to ensure that facilities claiming eligibility for QF 
status do, in fact, meet the requirements of Public Utility Regulatory Policy 
Act (PURPA) for QF eligibility such as facility ownership? 

Answer : The Commission staff intends to conduct periodic, random audits of the 

veracity of representations made concerning the ownership and control of QFs in filings 
that claim eligibility of QF status. These audits would include not only filings that have 
expressly requested Commission determinations of QF eligibility, but also QF self- 
certification filings. Among other things, such audits will examine whether 
representations made in QF filings concerning transfers of ownership have in fact 
occurred, and if so, whether the level of utility ownership and control over the QF after 
the transfers is as claimed in the most recent QF filing and is also in accordance with 
Commission regulations and enabling statutes. 

Additionally, Commission staff intends to meet with staff of the Securities and 
Exchange Commission (SEC) to discuss what constitutes a "good faith" filing before the 
SEC concerning whether an entity is entitled to certain QF exemptions that are claimed 
under sections 3(a)(3) or 3(a)(5) of PUHCA. Enron QF affiliates had represented that 
they had made such "good faith" filings with the SEC in order to obtain Commission 
determinations of QF status. There is a pending proceeding at the Commission, Docket 
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No. EL03- 19-000, in which the Commission will have an opportunity to consider its 
reliance upon "good faith" filings at the SEC. 

Finally, the rates paid to QFs are not set by this Commission and, instead, 
generally are set by state regulatory authorities. As directed by Congress, the 
Commission's regulations require electric utilities to purchase electricity from and sell 
electricity to QFs. QFs are eligible for certain financial benefits and regulatory 
exemptions under PURPA, as implemented by the Commission's regulations. These 
benefits include a mandatoiy obligation on the part of the electric utility to purchase QF 
power at the electric utility's avoided cost. 18 C.F.R. §§ 292.301-292.308. These 
"avoided cost" rates are set by the state regulatory authority for all utilities except those 
which are "non-regulated." 

Q uestion 4 : As discussed in the November 12 hearing, as well as in Committee staffs 
accompanying memorandum, less than 10% of FERC’s employees 
measured in terms of full time equivalents - FTE’s - (the equivalent of one 
person working full time) are allocated to the new Office of Market 
Oversight and Investigation (OMOI). According to FERC’s 2003 budget 
250 FTE’s, including OMOI, are engaged in monitoring and enforcement 
activities, evert broadly-defined; these activities thus account for less than 
20% of FERC’s total personnel and less than 15% of its budget. 

Please explain why you believe this level of commitment to market 
oversight and enforcement is adequate, particularly in light of; 1) the fact 
that there are currently a number of investigations relevant to the energy 
industry ongoing not only at FERC (including the investigation of the 
California and Western markets) but also at other federal agencies (for 
example, the CFTC and SEC) and at the state level (for instance, the 
California Attorney General’s investigation of energy company activities 
during the 2000-2001 energy crisis) which may well uncover information 
that requires additional or expanded FERC investigations; and 2) the need 
for an effective enforcement program to ensure compliance with market 
rules when markets are deregulated. 

Answer : While the numbers you cite may be lower than the percentages for other 

federal agencies, please remember that a significant part of this Commission’s resources 
is committed to regulatory efforts unrelated to markets. Specifically, this Commission 
also is responsible for licensing and, in some respects, continuing operational oversight of 
hydroelectric dams and natural gas pipelines in interstate commerce. As I testified orally, 
these infrastructure responsibilities dominate the agency's resource allocation and account 
for 53 percent of our program and support employees. The substantial resources needed 
for this non-market oversight make simple ratios of FTEs an inappropriate basis for 
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comparing the market oversight efforts of this Commission and other federal agencies. 

Fifty-seven percent of the rest of our employees handle the market oversight 
function at FERC, which is a total of 335 program and support employees. As described 
below, the current level of effort the Commission is expending on market oversight and 
enforcement is appropriate. It demonstrates our commitment to market oversight and 
leverages our resources effectively. If experience indicates that we should commit 
additional resources to market oversight, I will take all steps within my control to do so. 

The Commission has made an unprecedented commitment to market oversight and 
enforcement. In the Strategic Plan that we issued in the fall of 2001, we made market 
monitoring one of three central goals for the Commission going forward, coequal in 
importance with our traditional work on infrastructure and tariffs and rates. In 2002, we 
established a new office - the Office of Market Oversight and Investigations - devoted 
solely to overseeing markets, investigating problems and enforcing market rales. As you 
note, this Office will be operating with 120 staff by summer 2003, which reflects the 
significant commitment we are making to oversight. In addition, we are working to make 
all of the Commission’s technical offices more attuned to market oversight and 
investigation issues. Thus, we expect that staff will examine all tariff filings, for 
example, from a perspective of what effects they have on energy markets and on ongoing 
market monitoring efforts. Most importantly, we have demonstrated a sustained 
commitment from the Commissioners themselves that this function must work and work 
well. This is evident in the ongoing attention that both my colleagues and I are giving to 
the key issues involved. And it is this commitment that ultimately matters most. 

The Commission is leveraging its market monitoring resources. Each developed 
electric market around the country has a market monitoring unit (MMU) that has direct 
access to everything that happens within the ISO or RTO. In aggregate, these MMUs 
cover the Northeast, Midwest and California, and employ about 65 people today. These 
numbers will increase as existing MMUs increase staffing and new MMUs come on line. 
We are forging a partnership with these MMUs so that together they and we will form a 
single, seamless market monitoring presence around the country. On December 3 and 4, 
2002, we held a workshop with the MMUs to lay the foundation of that partnership. We 
are pleased that representatives of many regions not currently in fully-fledged ISOs or 
RTOs joined our workshop. 


- 6 - 



184 


Senator Fred Thompson 

Question 1 : Do you consider FERC to have been the lead agency with respect to 

overseeing the kinds of activities that led to Enron's collapse? Was FERC's 
oversight responsibility over Enron activities such that your agency really 
could have prevented Enron's collapse? 

Answer : I do not consider FERC to have been the lead agency with respect to 

oversight of Enron or the activities that led to its collapse. Many of the Enron activities 
which have been investigated fall under the specific jurisdiction of the CFTC, the SEC, 
and the DOJ, and not under the jurisdiction of the FERC. At the same time, FERC has 
been vigilant in acting swiftly in those limited areas that do fall under our jurisdiction, 
such as the recent investigations into (and subsequent settlements concerning) loans made 
by Enron-affiliated interstate natural gas pipelines with Enron. In working closely and 
cooperatively with our sister agencies, any information we have found that may relate to 
others' ongoing investigations has been turned over promptly. In recent months, FERC 
has also taken steps to improve transparency in energy markets through better reporting 
requirements, and has devoted considerable resources to the new office of Market 
Oversight and Investigation, which should help to prevent such occurrences in the future. 
Finally, while FERC’s statutory mandate requires it to balance responsibility between 
ensuring just and reasonable rates with a financially healthy energy industry, our primary 
duty is to our nation's energy customers, and not to individual companies. 

Question 2 : As to the issues surrounding the so called "wind farm transactions," please 
explain how the Commission addressed these issues in an order initiating an 
investigation of the qualifying facility (QF) status of the Enron-affiliated 
QFs for the period following Enron's 1997 "sale" of those QFs? 

Answer : On October 24, 2002, the Commission instituted a proceeding in Docket 

No. EL03-17-000 into the QF status of the three Enron-affiliated facilities which were 
recertified in 1997. Investigation of Certain Enron-Affiliated QFs . 101 FERC 61, 076 
(2002). The Commission noted: 

It has come to the attention of the Commission that in criminal and civil 
proceedings in the United States District Court for the Southern District of 
Texas, the United States of America through its Department of Justice, and 
the United States Securities and Exchange Commission (SEC), have alleged 
that in 1997 Enron improperly retained QF benefits for these facilities by 
fraudulently transferring its ownership in the QFs to partnerships indirectly 
controlled by Enron. [101 FERC If 61,076 PI.] 

The Commission set for healing: 
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whether Zond Windsystems, Victory Garden, and Sky River have failed to 
conform with the representations presented in their 1997 applications for re- 
certification, whether the Enron affiliates actually transferred their 
ownership interests in the facilities, and thus whether those certifications 
can be relied on. We are also setting for hearing the issue of whether each 
facility actually satisfied the Commission's ownership requirements for QF 
status following Enron's merger with Portland General. [101 FERC 
H 61,076 P 16.] 

The Commission's order sets for hearing the issue of the facilities' QF status. 
However, other issues concerning the windfarms, e.e.. issues concerning possible 
criminal conduct by Enron's chief financial officer, are being addressed in criminal 
proceedings brought by the Department of Justice and by the Securities and Exchange 
Commission in Federal court in Texas. 

In addition, the Commission issued an order on December 19, 2002, addressing a 
request by Southern California Edison Company (SoCal Edison) that the Commission 
issue a declaratory order revoking the QF status of five Enron-affiliated generating 
facilities for failing to comply with the Commission's ownership criteria for QF status. 
Southern California Edison Company v. Enron Generating Facilities, et al. . 101 FERC K 
61,313 (2002). The Commission set for hearing SoCal Edison's allegations that the five 
facilities did not in fact satisfy the statutory and regulatory requirements for QF status 
from 1997 onward. In addition, the Commission consolidated this proceeding with the 
on-going hearing instituted in Docket No. EL03-17-000. 

Question 3 : You said in your testimony that there have been about 9000 applications for 
QF status. What safeguards are in place to ensure that the applicants 
qualify for this status? 

Answer : A facility which seeks QF status by self certification must serve a copy of 

the self-certification on both the state regulatory authority where the facility is located 
and the utility' with which it expects to interconnect, transmit or sell energy to or purchase 
energy from. Applications for Commission certification must contain the name of the 
utility or utilities to which the facility expects to interconnect, transmit or sell electric 
energy, or from which the facility expects to purchase power. Applications for 
Commission certification are noticed in the Federal Register. An electric utility is not 
required to purchase from a facility of 500 kW or more until 90 days after the facility 
notifies the utility that it is a QF or 90 days after the facility has applied for Commission 
certification. This 90-day period gives utilities the opportunity to contest the QF status of 
a facility. The Commission relies largely on the monetary self-interest of utilities that are 
obligated by law to purchase from QFs to monitor the QF status of the facilities. The 
Commission's experience has been that utilities generally do not want to pay avoided cost 
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rates for power from a facility which is not entitled to QF status and that utilities, at times 
in conjunction with state regulatory authorities, have set up programs to require data from 
QFs and monitor the QF status of the facilities from which they purchase power. 

Utilities, state regulatory authorities or others may oppose a facility’s QF status by 
challenging an application for Commission certification or filing a petition for declaratory 
order. Governmental entities, including state commissions, do not have to pay a fee to 
file a petition for declaratory order. Further, for good cause shown, other groups may 
seek a waiver of the filing fee. 

Out of the nearly 9,000 filings with the Commission from facilities claiming QF 
status (either notices of self-certification or applications for Commission certification), 
only a small percentage of the filings were contested applications for Commission 
certification. There have been fewer than 20 cases of a utility-purchaser alleging that an 
existing facility no longer was satisfying the criteria for QF status. Moreover, the Enron- 
affiliated QFs represent the first time there have been allegations that QF filings were 
fraudulent. 

Question 4 : Looking at the Enron/RADR trasnactions, what administrative, staffing or 
other oversight requirements would have been in order for FERC to have 
been able to pierce the fraudulent applications they submitted? 

Answer : The 1997 Enron applications were uncontested applications, he., neither 

Southern California Edison (the utility which purchased from these facilities) nor any 
other party intervened in opposition to the 1997 requests for recertification. Because the 
applications were uncontested, the Commission accepted the representations made in the 
applications as true. A procedure to investigate eveiy unchallenged allegation made in an 
application to the Commission would require many times the resources currently 
employed by the Commission and would not appear to be an appropriate use of 
government resources, since others such as electric utilities have a monetary incentive to 
monitor such filings. However, in this case, it is far from clear that closer scrutiny would 
have uncovered Enron's financial manipulations. Even Enron's own financial auditors 
reviewed materials relating to the Enron/RADR transactions, and did not find fault with 
the transactions at the time they were undertaken. 

Question 5 : Were there any energy crises issues - any close calls - last summer? 

Answer : The closest call last summer occurred in Connecticut. On April 26, 2002, 

ISO-New England announced that southwestern Connecticut was expected to experience 
critical power supply reliability problems during summer peaks due to inadequate 
transmission facilities in the area, especially if there were a loss of any significant 
transmission or generation resources. (There is currently a state-imposed moratorium on 
new energy infrastructure construction). Six days later, on May 2, 2002, Devon Power 
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LLC (a subsidiary of NRG Energy, Inc.) made a filing with ISO-New England to 
deactivate three of its plants (total of 230MW) in southwestern Connecticut on August 1, 
2002. Devon Power (NRG) indicated that it would not have to deactivate its units if it 
could enter into an RMR (reliability must run) contract with ISO-NE that would provide 
adequate and fair compensation for reliability. 

The Commission directed its Enforcement staff to inquire into this situation. The 
Commission sought to make sure that NRG was not exercising market power to increase 
its revenues in this transmission-constrained area. After numerous meetings of NRG, 
ISO-NE and staff, under the auspices of a FERC staff mediator, the parties reached an 
agreement on an RMR contract for the three Devon units. ISO-NE then filed the RMR 
contract with the Commission on August 16, 2002 (effective Aug, 1), and agreed to begin 
negotiations on RMR contracts for other units owned by NRG in Connecticut. Thus, 
outages in southwest Connecticut were averted through the 2002 summer cooling season. 

However, reliability in that area is still at risk for summer 2003 unless 
infrastructure and/or demand responsiveness is increased in the area. Reliability risks 
remain for southwest Connecticut, especially if NRG, which is considering a bankruptcy 
filing, is unable to secur e contracts to provide for maintenance and operation of nine other 
generators in NRG's Connecticut fleets. Staff mediators from OMOI are currently 
meeting with the participants, including load-serving entities of Connecticut, to negotiate 
RMR contracts for NRG's units. Absent some success in these efforts, there is a risk of 
electrical shortages in southwest Connecticut in the summer of 2003. 

Question 6 : The Majority Staff Memo criticizes FERC for not acting sooner to address 
trading and marketing abuses in the Calrfomia and Western energy markets. 
That was then and this is now. It seems that the Commission is moving 
pro-actively and aggressively to investigate the allegations of abuses. Are 
you convinced that the Commission will uncover any significant 
wrongdoing that occurred in these markets? 

Answer : Yes. The Staff investigation in Docket No. PA02-2-000 is devoted to 

investigating price manipulation in Western energy markets for the years 2000-2001. 

That investigation, formalized on February 13, 2001, has already issued one report, in 
August 2002, and a second report will be issued February/March 2003. Among other 
things, in the August 2002 report. Staff recommended to the Commission that several 
hearings be held to investigate preliminary evidence that several companies, including 
several Enron affiliates, had engaged in improper conduct, including affiliate abuse. 

Those proceedings are currently in litigation. 

The Staff in Docket No. PA02-2-000 is continuing its investigation of possible 
manipulation of price indices published by the trade press, including deliberate 
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misreporting of transactional data by traders; wash trading; and strategic outages 
(physical withholding to reduce available capacity). We anticipate that, among other 
things, the Staff report will suggest means by which the Commission could regulate the 
reporting of transactional data by power marketers subject to the Commission's 
jurisdiction; prevent strategic outages; regulate wash trades; and prevent other means by 
which prices can be manipulated. 

In addition, even before the Commission initiated the investigation in Docket No. 
PA02-2-000, the Commission's November 15, 2000, report on California bulk power 
markets laid a solid foundation for addressing such systemic problems in Western 
markets as over-reliance on spot markets. 

Finally, on December 5, 2002, El Paso Electric Company (El Paso) announced that 
it had reached a settlement with FERC trial staff, in Docket No. EL02-1 13-000, in which 
it was charged with helping Enron Corp. manipulate Western electricity markets during 
2000-2001. Under the settlement, El Paso agreed to refund $14 million and give up its 
right to sell power at market-based rates for the next two years. El Paso has not admitted 
any wrongdoing. 

Question 7 : Does the fact that you are having to operate at FY 2002 funding levels six 
weeks into the new fiscal year (and perhaps into next year) hamper your 
efforts to make progress in marketing and investigation efforts? 

Answer : Operating at FY 2002 funding levels going into FY 2003 has affected our 

progress in marketing and investigation efforts as follows: 

• Delayed our ability to augment market oversight and investigation 
resources by 50 FTEs 

• Delayed approximately SIM in information technology and 
contractor support to enhance market oversight and investigation 
functions 

We hope that these funding issues will be resolved soon. 
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Senator Carl Levin 


Question 1 : Cunrent law provides special rates and other benefits to qualifying small 
power production facilities under 16 U.S.C. 796 (I7)(c) (hereinafter “QF 
facilities”). 

a. Approximately how many QF facilities now exist? 

Answer : Since 1980, over 7000 facilities have filed with the FERC claiming to meet 

the regulations for QF status that are set out in PURPA. Of the 7000 facilities which 
claim QF status, many were never built while others have gone out of business or have 
converted to some other type of facility which may or may not meet the requirements of 
PURPA. 

b. Approximately how many QF facilities have equity interests held by 
multiple parties? 

Answer : The Commission does not keep records of this information. 

c. Approximately how many QF facilities are owned in part, either directly or 
indirectly, by any electric utility company, electric utility holding company, 
or an affiliate of an electric utility holding company (hereinafter “electric 
utility”)? 

Answer : For the period from 1980-1995, approximately four' percent of QFs were 

owned in part, either directly or indirectly, by an electric utility. The Commission does 
not have statistics on this since 1995. 

d. Approximately how many QF facilities are owned in part by a special 
puipose entity (SPE) that was established by an electric utility. 

Answer : The Commission does not keep records of this information. The reason for 

this is twofold. First, in enacting PURPA, Congress sought to remove the substantial 
burdens of pervasive federal and state regulation from entities that received QF status. 
One of these burdens was the obligation to keep detailed records. See FERC v. 
Mississippi . 456 U.S. 742, 750-51 (1982) (citing legislative history of PURPA). Second, 
the Commission's interest in reviewing ownership issues associated with QF applications 
is to determine the overall utility ownership of the QF, and not the specific organization 
of ownership. If an SPE is utility-owned, then the ownership interest of the SPE is 
considered to be utility ownership. Section 292.206 of the Commission's regulations 
provides that, except under limited circumstances: 
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If a wholly or partially owned subsidiary of an electric utility or electric 
utility holding company has an ownership interest of a facility, the 
subsidiary's ownership interest shall be considered as ownership by an 
electric utility or electric utility holding company. 

The limited exceptions to this requirement are being addressed in two pending 
proceedings at the Commission (Docket Nos. EL03-17-000 and EL03-19-000), the 
former of which was initiated by the Commission. Utilities are required to disclose in 
their QF applications the extent to which they are owned, directly or indirectly, by an 
electric utility. The SPE form of ownership would be covered under this reporting 
requirement. Commission certification that an entity is a QF is only valid to the extent 
that the facility is owned in the manner described in the QF application. 

e. Approximately how many QF facilities are owned in part by an SPE whose 
equity ownership interest in the facility was largely provided, financed, or 
guaranteed by an electric utility? 

Answer : Please see response to Question No. Id. above. 

f. Approximately how many QF facilities are owned in part, either directly or 
indirectly, by a director, officer or employee of an electric utility or by a 
family member closely related to such director, officer or employee? 

g. Please describe the characteristics and nature of existing QF facility owners, 
including whether any particular companies dominate ownership of these 
facilities, the most common types of owners, and the relative percentage of 
owners that are electric utilities, corporations, partnerships, trusts, or 
individuals. 

Answer : The Commission does not keep records of any of the information sought in 

parts (f) and (g). Neither PURPA, the FPA, nor the Commission's implementing 
regulations require that such information be provided by QF applrcants, or collected by 
the Commission. 

Question 2 : If FERC determined that a company which had owned a QF facility sold 
100 percent of the equity interest in that facility to an SPE that was 
established and financed primarily by an electric utility, would the facility 
likely continue to qualify for QF status under FERC regulations? What if 
the SPE was owned or controlled by a senior officer or employee of an 
electric utility? 

Answer : The issues raised in this question are being addressed in a pending 
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proceeding. On October 24, 2002, the Commission instituted a proceeding in Docket 
No. EL03-17-000 into the QF status of the three Enron/RADR facilities which were 
recertified in 1997. Investigation of Certain Enron-Affiliated OFs. 101 FERC 1 61,076 
(2002). I cannot prejudge the issues in this pending proceeding. However, below, I have 
outlined the applicable Commission law and precedent on this issue. 

In Subpart B of the Commission’s PURPA regulations, implementing the sections 
of PURPA that modified the Federal Power Act (FPA), the Commission set forth criteria 
and procedures for becoming a QF. 18 C.F.R. §§ 292.201-292,211 (2002). One of the 
criteria for being a QF relates to ownership of the QF. Sections 3(17)(C) and (18)(B) of 
the FPA, 16 U.S.C. §§ 796(1 7)(C)(ii) and (18)(B)(ii)(1994), provide that a QF must be: 

owned by a person not primarily engaged in the generation or sale of 
electric power (other than electric power solely from cogeneration facilities 
or small power production facilities). 

The Commission's regulation implementing this statutory requirement states that: 

(a) General Rule . A cogeneration facility or small power production 
facility may not be owned by a person primarily engaged in the generation 
or sale of electric power (other than electric power solely from cogeneration 
facilities or small power production facilities). 

(b) Ownership test . For purposes of this section, a cogeneration or small 
power production facility shall be considered to be owned by a person 
primarily engaged in the generation or sale of electric power, if more than 
30 percent of the equity interest in the facility is held by an electric utility or 
utilities, or by an electric utility holding company, or companies, or any 
combination thereof. If a wholly or partially owned subsidiary of an 
electric utility or electric utility holding company has an ownership interest 
of a facility, the subsidiary’s ownership interest shall be considered as 
ownership by an electric utility or electric utility holding company. 

18 C.F.R. § 292.206(a) and (b) (2002). 

The Commission has summarized its ownership requirements for QF status as 
follows: 

The Commission's regulation thus equates "ownership interest" with "equity 
interest," but does not define the term "equity interest." This definitional 
issue has been most problematic in cases involving partnerships as opposed 
to corporations. This is because the stated percentage of partnership 
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interests in partnership agreements does not always correspond with 
specific provisions in the partnership agreements concerning control of 
and/or division of benefits from the partnership assets. The Commission 
has therefore looked to the entitlement to profits, losses, and surplus after 
return of initial capital contribution, as well as the share of control of the 
venture, to help it in determining whether the division of equity interests in 
a partnership complies with the statutory and regulatory ownership 
requirements for QF status. 

Indeck North American Power Fund, L.P. . 85 FERC 61,239 at 62,001-02 
(199S)(footnote omitted), order noting withdrawal of reh’g and denying motion to vacate . 
86 FERC If 61,123 (1999). See also Vineland Cogeneration Limited Partnership . 99 
FERC If 61,304 (2002) (approving QF recertification of a facility following a merger); 
Coso Energy Developers , et ah, 85 FERC f 61,355 (1998) (denying QF recertification 
following a merger); Coso Energy Developers , et ah, 86 FERC 61,209 (1999) 
(approving QF recertification following merger). 

In the late 1980s, the Commission considered revising its QF regulations in a 
rulemaking in Docket No. RM88- 17-000. At that time, some electric utilities (including, 
eg., Southern California Edison Company) argued that electric utility subsidiaries should 
be allowed to own 100 percent of a QF. However, as noted in the preceding paragraphs, 
the Commission's general policy has been to allow no more than 50 percent electric utility 
ownership of QFs. 

Question 3 : At the hearing, Chairman Wood indicated that FERC would undertake a 
review of existing filings to determine whether any QF facilities are 
operating under the same or similar ownership arrangements used by Enron 
with respect to its wind farms. Please describe how FERC plans to conduct 
this review, approximately how many QF facilities will be examined, and 
projected key dates for completion of the review. Given the evidence that 
has emerged over the last year regarding how Enron and other companies 
have abused SPEs by concealing their control over or financial 
contributions to the relevant SPE, please describe how FERC plans to 
identify and evaluate the nature and extent of any links that may exist 
among the QF facility, an SPE with an equity ownership interest in that 
facility and any electric utility. 

Answer : As indicated in our response to Question 3 to Senator Lieberman, 

Commission staff will conduct periodic, random audits of the veracity of representations 
made concerning the ownership and contr ol of QFs in filings that claim eligibility of QF 
status. This may be accomplished through a combination of periodic searches of publicly 
available information sources f e.g. . the internet, SEC filings), data requests that are issued 
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to QF applicants at the time QF authorization is being sought, and the periodic issuance of 
letters compelling the provision of ownership information from QFs and/or their owners. 
However, with regard to the latter method of auditing, please note that no more than ten 
such letters may be issued at one time without the Commission first having obtained 
clearance from the Office of Management and Budget. Through these three means, the 
Commission would expect to randomly survey approximately 50 QFs over the next year. 
These examinations of ownership would attempt to determine ownership and control over 
the surveyed QFs, including ownership by Special Purpose Entities. 


)uestion 4: 


[Omitted] 


Question 5 : At the hearing, FERC indicated that it currently relies to a large extent on 
third parties to file complaints about QF facilities that may be in violation 
of FERC's QF ownership rules. Are there any plans for FERC to publish 
Federal Register notices to alert consumer advocates to facilities claiming 
QF status or to changes in the ownership of these facilities: Are there any 
plans to eliminate the $16,000 fee for complaints against QF facilities? 


Answer : There are no plans to do so yet. While the Enron problems have raised 

questions about certain aspects of government oversight of corporations, there is no 
indication that a change in FERC’s notice procedures or fees for QF matters would have 
made any difference in detecting or preventing the type of behavior engaged in by 
Enron’s QFs. If futur e developments indicate to me that a change in these procedures 
would be useful in preventing abuse of QF rights, I will certainly work in support of such 
changes. 


As background information, I would note that there are two procedural ways a 
facility may be certified as a QF. A facility may self-certify or a facility may seek 
Commission certification. Facilities filing notices of self-certification are required to 
serve a copy of the notice on each electric utility with which it expects to interconnect, 
transmit or sell electric energy to or purchase power from and on the state regulatory 
authority in each state where each affected utility is located. 18 C.F.R. 

§ 292.207(a)(l)(ii). Notices of applications for Commission certification are published in 
the Federal Register. 18 C.F.R. § 292.207(b)(4). 


The applicable fee for a proceeding seeking revocation of the QF status of a 
facility is the fee for a declaratory order. See Hvdro Investors. Inc, v. Trafalgar Power, 
Inc., 94 FERC If 61,207 (2001), reh^denied, 95 FERC U 61,120(2001). Waiver of the 
fee is available to petitioners suffering severe economic hardship. 18 C.F.R. § 381.106. 
In addition, states municipalities and anyone who is engaged in the official business of 
the Federal Government are exempt from the filing fees. 18 C.F.R. § 381.108. 
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Question 6 : FERC's staff conducted two examinations of the electronic trading 

operation known as Enron Online (EOL). The first staff report was issued 
in August 2001, and the second a year later in August 2002. The first report 
concluded "there is no reason for concern about EOL at this tiine." The 
second report found significant evidence of price manipulation and 
deceptive practices by Enron. How do you explain the differences between 
the two staff reports? 

Answer : The first staff report (August 200 1) relied almost exclusively on 

Commission staffs direct observation of trading floor activities by Enron traders, 
presentations by Enron management, and informal conversations with non-Enron traders. 
In retrospect, it is clear that Enron failed to present Staff with a complete and accurate 
picture of how EOL operated. 

With the commencement of the investigation in Docket No. PA02-2-000, the 
Commission empowered Staff to conduct extensive discovery of Enron. Staff acted 
aggressively to seize control of Enron’s databases, including those applications Enron 
used on EOL and the databases where records of EOL transactions were kept. With the 
assistance of its outside forensic database experts. Staff now has an accurate picture of 
how EOL operated and how Enron used EOL’s particular operating characteristics to 
assist it in wrongdoing, which was discussed in the August 2001 report. Enron's earlier 
misrepresentations to Staff have now been detected and examined in detail. 

Question 7 : The August 2002 FERC staff report includes a detailed analysis of the 
natural gas trades made on Enron Online for next-day delivery into 
California over the course of a single day, January 31, 2001. The report 
found that out of a total of 227 trades on that day, 1 74 - or more than two- 
thirds of the trades - involved Enron and a single counter party. Most of 
these trades took place during the last hour of trading, with the two parties 
buying huge amounts of natural gas from each other in numerous 
transactions. The report determined that the trades took place at "higher 
prices" than other trades that day and resulted in a steep price increase over 
the last hour of trading. The report described this trading as "difficult to 
rationalize as a normal or standard business practice" and noted that "only 
Enron and possibly the counter party could have known that so much of the 
trading was going on between themselves, because parties looking at EOL's 
screens could only see the bid and ask prices; they could not know who the 
counter party was on any particular trade." The report also indicates that 
Enron Online's price data was routinely used to prepare published reports 
on natural gas prices, which meant that the EOL price data was not just 
affecting Enron trades, but also contributing to higher natural gas prices 
industrywide. The FERC staff report concluded that Enron had "significant 
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ability and incentive to manipulate the price data published by the reporting 
firms." 

a. What is the identity of the counter party in the 174 trades analyzed in the 
2002 report? 

Answer : The identity of this film has been kept confidential by the Commission to 

avoid compromising its on-going investigation of the firm's possible misconduct. The 
activities of this firm, including but not limited to the trades discussed in the initial report, 
are under active investigation and will be discussed in Staffs final report in Docket No. 
PA02-2-000. To avoid compromising the ongoing investigation, we request that the 
disclosure of the identity of the firm in question be deferred at least until issuance of the 
final report in Docket No. PA02-2-000. 

b. (i) Is it FERC's position that it currently has jurisdiction to monitor and 

investigate electronic trading systems like Enron Online which affect 
U.S. energy markets? 

Answer : Electronic trading systems may involve trading of electric energy and/or 

natural gas products. We believe the Commission generally has jurisdiction to monitor 
and investigate electronic trading systems which may affect matters under our 
jurisdiction. However, that is a separate question from whether the Commission has 
jurisdiction to regulate electronic ttading systems. The latter question will turn on a 
case-specific inquiry into whether the owner or operator of the trading system is a "public 
utility" under the Federal Power Act or a "natural gas company" under the Natural Gas 
Act. 


b. (ii) Does FERC's jurisdiction arise in part from its statutory obligation to 
ensure just and reasonable rates? 

Answer : The Commission’s basic jurisdiction under Part II of the FPA is determined 

by FPA section 201, as discussed in the preceding answer, and not by its duty to ensure 
just and reasonable rates under sections 205 and 206 of the FPA. 

c. Would you agree that the 2002 FERC staff analysis of Enron Online has 
established beyond dispute that electronic trading can affect U.S. energy 
prices and utility rates? 

Answer : The investigation in Docket No. PA02-2000 has produced evidence that 

electronic trading platforms ar e important trading mediums which can affect energy 
prices and utility rates. However, price manipulation does not take place solely on 
electronic trading platforms; it can potentially occur- through such means as telephones 
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and non-electronic organized trading exchanges. The Commission's Standard Market 
Design rulemaking would help to prevent abusive trading practices by standardizing 
trading in some respects; such standardization also would facilitate Commission 
oversight. 

d. Given the importance of electronic trading in U.S. energy markets today, is 
it fair to say that FERC cannot ensure just and reasonable rates without 
monitoring and overseeing the key electronic trading systems that affect 
U.S. energy markets? 

Answer : The Commission is still evaluating the role of electronic trading systems 

and the appropriate regulatory response to such systems. As we obtain additional 
information, we will continue to evaluate the need for further regulatory monitoring and 
oversight, within the statutory framework devised by Congress for FERC and other 
Federal agencies. 

Question 8 : Please list the key electronic systems that currently affect U.S. energy 
markets. Has FERC initiated a detailed examination of any of these 
electronic trading systems since Enron’s collapse in December 2001? If so, 
please identify them. In addition, please indicate whether FERC has 
conducted or plans to undertake a detailed examination of 
UBSWenergy.com or the Intercontinental Exchange. 

Answer : [Please see Confidential Non-Public Appendix], 

Question 9 : FERC uses certain information, like large trader reports, to monitor 
designated exchanges such as NYMEX. Does FERC have any plans to require electronic 
trading systems like UBSWenergy.com or ICE to begin filing similar information with 
FERC, so that FERC can monitor their trading? If not, how will FERC monitor existing 
electronic platform trading in the energy markets to detect and prevent roundtrip and 
other suspect transactions that may be improperly increasing energy prices or utility 
rates? 

Answer : FERC does not monitor NYMEX directly. NYMEX is regulated by CFTC, 

and NYMEX is a self-regulated organization (SRO) where its members filed trading 
reports, etc., with the SRO having the primary responsibility to catch any violations or 
manipulations. CFTC has oversight and audit authority over the SRO, along with 
enforcement of laws over wrongdoing. CFTC also has access to confidential individual 
tr ansaction data, which it monitors and analyzes for aberrant behavior. CFTC publishes 
on its website aggregate reports such as the commitment of trader reports which include 
concentration ratio and other useful monitoring metrics at the aggregate level. CFTC 
compiles the large trader reports mentioned in the question, but these reports are not 
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publicly available as they contain sensitive competitive information. 

At this time, ICE has qualified as an exempt commercial market under the 
Commodity Futures Modernization Act (CFMA) of 2000, and therefore has less data 
filing requirements than NYMEX. Therefore, there is limited available data on which 
useful metrics can be developed to identity aberrant market behavior other than price 
which is published and sold by ICE as a separate service. Reliance on ICE's self- 
reporting and self-regulation is the only option except when there are reported allegations 
of wrongdoing and an investigation is opened by FERC or CFTC. As ICE begins to 
"clear" physical transactions and its clearing members take title before netting and 
delivery to the matched patty, there may be cause to deem these clearing members as 
FERC jurisdictional marketers and subject to FERC requirements for reporting, etc. 
Concurrently, FERC is exploring cooperation with CFTC to define and obtain market 
data for more effective monitoring. As FERC moves towards completion of its 
comprehensive data requirements project in 2003, it will have a comprehensive list of 
data it can have ready access to, its planned metrics, and how it proposes to use these 
metrics for oversight and monitoring, FERC will also have defined data gaps, and 
options for obtaining these data to better monitor the markets, including revised rules, 
clarifying reporting requirements, or even new legislation requiring more disclosure and 
transparency to match the greater market freedom. 

Question 10 : Electronic trading is not confined to offers and bids on short term contracts 
for next-day deliveries of energy, but also energy derivatives, forward 
contracts and futures. 

a. Does FERC need to examine all aspects of this trading activity to fully understand 
energy markets and evaluate whether particular prices are just and reasonable? 

Answer : A comprehensive overview of these activities would be useful to fully 

understand energy markets but may not be needed to ensure that particular prices are just 
and reasonable. 

b. Is FERC’s existing statutory authority sufficient to permit it to monitor and 
investigate the whole range of energy trading activity that takes place on 
electronic trading systems, or is it FERC’s position that it is precluded from 
examining certain types of trading? If it is FERC’s position that it is 
precluded from examining certain types of electronic trading, please 
identify those categories of trading and explain why FERC is unable to 
examine them. 

Answer : As discussed in the response to Question 7b., the Commission generally has 

authority to monitor and investigate activities affecting jurisdictional sales. However, 
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this is a separate question from whether we have authority to regulate such activities. 
With respect to the latter, the Commission, as a general matter, must make a case-specific 
inquiry. 

Question 11 : Please provide any recommendations you may have for clarifying or 

strengthening FERC’s statutory authority to ensure that FERC has clear 
jurisdiction to monitor, obtain routine information regarding, and 
investigate all aspects of electronic trading systems, including all types of 
trading activity, that may bear on energy prices and utility rates. 

Answer : I do not have any recommendations for statutory changes at this time. As 

the Commission continues to learn about the activities of electronic trading systems such 
as Enron Online and other newer entities, through its investigation in Docket No. PA02- 
2-000 and other means, I will certainly seek any additional authority that I believe the 
Commission may need to ensure adequate oversight of energy markets. 
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LINDA K. BREATHITT 


December 27, 2002 


Honorable Joseph I. Lieberman, Chairman 
United States Senate 
Committee on Governmental Affairs 
340 Dirksen Senate Office Building 
Washington, D.C. 20510 

Via Fax (202.228,3792) and Federal Express 

Dear Senator Lieberman: 


Thank you for your letter of November 26, 2002 regarding additional questions 
related to my testimony before the Committee on November 1 2, 2002. My response to 
your questions is attached to this letter. With regard to the additional questions submitted 
for the record by Senator Carl Levin, I have no additional comments to submit, and I 
would adopt the responses submitted by Chairman Pat Wood. 


Sincerely, 





Enclosures: 

a) Response to Questions; 

b) October 30, 2002 Letter to Minority Counsel; 

c) New York Times Article, Nov. 13, 2002. 


5310 CONNECTICUT AVENUE. N.W. • NUMBER 7 • WASHINGTON, D.C. 20015 
phone 202.237.2314 ♦ Fax 202.237.7488 • Email, lindabreathitt@aol.com 
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QUESTIONS SUBMITTED FOR THE RECORD 
FROM CHAIRMAN JOSEPH I. LIEBERMAN 
TO THE HONORABLE LINDA K. BREATHITT, FORMER COMMISSIONER 
FEDERAL ENERGY REGULATORY COMMISSION 
November 12, 2002 

1. In our February 15, 2002 letter to Chairman Wood, the Committee requested, among 
other things, a list of all communications between Enron and the Commission (including 
all Commissioners, officers or employees of FERC) from January 1, 1992 to December 2, 
2001. You responded to this request on March 4, 2002 and supplemented this response 
on March 20, 2002. Since then, questions have been raised about the completeness of 
these responses. 

a. Please indicated whether the information provided in FERC's submission of 
March 4, 2002 and March 20, 2002 is a complete and accurate description of your 
communications with Enron and its representatives during that time period. If 
not, please list any communications (as that term is defined in the Committee's 
February 15, 2002 letter) that you had with Enron or its representatives from 
January 1, 1992 through December 2, 2001 that were not included in the 
Commission's earlier submissions to the Committee. 

RESPONSE: To the best of my knowledge, FERC's prior submissions to the 
Committee, along with my letter of October 30, 2002 to the Committee's Minority 
Counsel Gary M. Brown (copy attached), contain a complete and accurate record of my 
communications with Enron and its representatives during the relevant time period. 
Please see the additional comments set forth below in further explanation. 

b. Is there anything to which you testified at the hearing with respect to your 
communications with Enron and its representatives that you wish to supplement? 

RESPONSE: 

At the hearing on November 12, I was provided by Senator Fred Thompson (for 
the first time) with a copy of a two page document that purported to show a total of 46 
instances of communication (between May, 2000 and December, 2001) between me and 
Enron or its representatives. From Senator Thompson's questions at the hearing, it 
appears that this document was reconstructed primarily from the law firm billing records 
of Charles Bone, an attorney with the firm of Wyatt, Tarrant & Combs who represented 
Enron. (Breathitt Testimony, 11/12/02, p. 107). 

As I stated in my letter of October 30, 2002 to the Committee's Minority 
Counsel, I attended numerous conferences, seminars and speaking engagements in which 
I had incidental contact with Enron, as well as other regulated entities. I also stated that I 
cannot provide specific information on telephone calls, since no logs were kept by me 
personally or by my office. 



204 


LINDA K. BREATHITT 

RESPONSE TO QUESTIONS FROM SEN, LIEBERMAN 
DECEMBER 27, 2002 
PAGE 2 

Of the 46 contacts set forth in the Thompson document, 26 are telephone calls 
involving Mr. Bone. The others are listed as "courtesy meetings", two luncheon 
meetings, four dinner meetings, one breakfast meeting, an approved attendance at an 
inaugural brunch, a speaking engagement at an INGAA Board meeting in Houston; 
attendance at a political event for U.S. Rep. Ford, and a public speaking engagement at a 
Conference hosted by Enron. Some of these "contacts" were most likely routine phone 
calls involving logistics or scheduling of the meetings that I previously disclosed. Others 
most likely involved purely social or political matters that were unrelated to anything 
involving Enron. Mr. Bone had no prior energy background, and therefore the technical 
and highly arcane issues within FERC's jurisdiction were foreign to him. 

I have known Mr. Bone for a number of years, prior to my appointment to FERC, 
and prior to his engagement as a lawyer for Enron. My acquaintance with him has been 
social and political, and has never influenced any action I have taken in my official 
capacity. After Mr. Bone was hired by Enron, he was persistent in his efforts to set up 
meetings with Enron officials reflected in my prior disclosures. I treated these requests 
by Mr. Bone in the same manner as I did similar requests from anyone else. 

The Thompson document appears to rely on Mr. Bone's billing records with 
regard to his contacts with me. This reliance leads to subjective judgments about how to 
characterize those contacts. For example, Sen. Thompson's document purports to show 
breakfast and lunch meetings with me on December 4, 2000. On that date, I attended and 
was a luncheon speaker at a financial conference in New York that was attended by over 
200 people (a few of whom, including Mr. Bone, represented Enron). Likewise, the 
Thompson document purports to show that I participated in a number of conference calls, 
two of which were with individuals I do not know (Mr. Delainey and Harold Ford Sr.). 
The balance of the 46 entries reflect the contacts I previously disclosed, along with the 
incidental contacts at public or social functions and phone calls (several of which were 
totally unrelated to Enron) that were referred to in my October 30, 2001 letter to the 
Committee’s Minority Counsel, and the one personal trip I made to Nashville (Breathitt 
Testimony, p. 108). 

In a news article following my November 12, 2002 testimony, it was reported that 
"Mr. Thompson also emphasized that he was not asserting that Ms. Breathitt had done 
anything improper, only that he was trying to show how easy it was to draw negative 
inferences in such situations." ("Senator Releases Document's on Gore Aide's Enron 
Ties", The New York Times, Nov. 13, 2002, copy attached). While it may he "easy to 
draw negative inferences", I believe any fair reading of the record establishes that such 
negative inferences are unwarranted. 
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LINDA K. BREATHITT 

RESPONSE TO QUESTIONS FROM SEN. LIEBERMAN 
DECEMBER 27, 2002 
PAGE 3 

As I testified, Enron was aggressive in promoting its views on energy policy. 
(Breathitt Testimony, 1 1/12/02, p. 119). I was one of the Commissioners who was least 
receptive to Enron’s philosophy of deregulation. (Id. p. 1 14). It is not surprising that 
Enron would engage a social and political friend of mine in an effort to gain 
introductions and opportunities to meet with a Commissioner who was viewed as being 
unreceptive to their point of view. Enron, throughout my tenure at FERC, had 
advocated establishing an open access regime that included mandatory regional 
transmission organizations (RTO's), FERC authority over bundled sales in interstate 
commerce, and new mandatory interconnection and pricing rules. I did not support these 
positions advocated by Enron. I listened, however, to their point of view with the same 
fairness and respect that I accorded any member of the public or regulated entity that 
sought to share their views with me. 

With respect to the California energy crisis, my testimony (at pages 109-110) 
addresses some of FERC's numerous responses to this pressing issue. Beginning with 
the December 15, 2000 Order, FERC issued several important Orders addressing this 
crisis. These Orders imposed mandatory price controls, imposed a "must offer” 
provision addressing supply, closed down the Power Exchange, imposed penalties for 
underscheduling, allowed the incumbent utilities to self supply, extended price caps in the 
entire West, and prohibited megawatt laundering. I wholeheartedly supported all of 
these important measures adopted by FERC to address the crisis, as well as other 
technical measures to mitigate the high prices and address the dysfunctional market in 
California. 

Finally, I would like to address Sen. Thompson's remarks, commenting on the 
fact that my Father was associated with Wyatt, Tarrant & Combs, the same law firm as 
Mr. Bone. In 1992, after his retirement, my Father joined the law film's Lexington, 
Kentucky office, as "counsel", on a fixed salary that was totally unrelated to Mr. Bone 
in the firm's Nashville office, or Enron. My Father has had a long career of public 
service. He has had absolutely no involvement in my activities at FERC or the activities 
of Mr. Bone, or the firm, on behalf of Enron. As Senator Thompson conceded, "He is a 
distinguished public servant." (Id., p. 111). 

I would like the public record to reflect that throughout my tenure at FERC, I 
endeavored to serve the public by fairly and impartially discharging the duties that were 
entrusted to me. I was privileged to serve at an agency that is staffed by dedicated public 
servants, and to serve with other Commissioners who, despite philosophical 
disagreements, always did their best to administer a complex regulatory system in the 
public interest. The Committee's task in examining the ways that the regulatory process 
worked, or failed to work, is extremely important. I hope my responses here will help 
the Committee to stay focused on that important task. 
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FEDERAL ENERGY REGULATORY COMMISSION 
WASHINGTON, D C. 20426 


OFFICE OF THE COMMISSIONER 


October 30, 2002 


Mr. Gary M. Brown, Special Counsel 

U.S. Senate Committee on Governmental Affairs 

Washington, DC 20510-6250 

Dear Mr. Brown: 

This responds to your invitation to supplement my responses to the February 1 5, 
2002 letter from Senators Lieberman and Thompson set forth in your letter of October 1 1 , 
2002 to Don Chamblee. 

After conducting another review of my calendar, I have found one additional 
meeting that involved Enron or an Enron affiliate during the relevant time period. The 
meeting occurred on June 7, 2000. It was attended by representatives of Puget Sound 
Energy, Avista, Portland General Electric (an Enron affiliate) Sierra Pacific Resources 
and MT Power. The subject matter most likely involved the development of RTO West. 

As to other communications, I have had opportunities for incidental contact with 
representatives of numerous entities regulated by the FERC, including Enron and its 
affiliates, in contexts such as conferences, seminars and speaking engagements. Further, 
during the relevant time period I had telephone communications with representatives of 
Enron and its affiliates. However, because neither my office or I keep telephone logs, I 
cannot provide specific information such as dates and the number of additional contacts. 
They likely involved the same kinds of discussions reflected in my prior responses, i.e., 
transmission access, RTO development and tariff reform for a single transmission tariff. 

My prior responses to Senators Lieberman and Thompson, as supplemented by this 
letter, reflect my best recollection of contacts I have had with employees of Enron and its 
affiliates. If I can further assist the committee in this matter, please do not hesitate to 
contact me. 


Sincerely, 

'Elbe 

Linda K. Breathitt 
Commissioner 
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Senator Releases Documents on Gore Aide’s 
Enron Ties 

By RICHARD A. OPPEL Jr. 

ASHINGTON, Nov. 12 — In a parting shot at Democrats today, 
Senator Fred D. Thompson released documents detailing how 
one of A1 Gore's top presidential campaign officials, Johnny 
Hayes, was paid to do consulting work for Enro n during the 2000 
campaign. Mr. Hayes was hired to help the company resolve a costly 
dispute with a federal agency and also to lobby federal energy 
regulators. 

Mr. Hayes, who was Mr. Gore's national finance chairman in the 2000 
campaign, was paid $100,000 by a prominent law firm, Wyatt, Tarrant 
& Combs, that had been hired to resolve a dispute between Enron and 
the Tennes see Valley Authority , according to the managing partner at 
the firm. The dispute was settled late in 2000 after Enron agreed to pay 
more than $200 million. 

The firm had also been hired by Enron to obtain "better communication” 
with a commissioner at the Federal Energy Regulatory Commission, 
Linda Breathitt, whose father was a lawyer at the firm, according to 
documents written by a former partner at the firm that were also released 
by Mr. Thompson, a Tennessee Republican who is retiring this year. 

Enron had close relations with President Bush and other top 
Republicans, and the documents illustrate how the company strove 
during the 2000 elections to play both sides of the fence by fostering 
close links to senior Democratic party officials. Enron had long been a 
major financial backer of Mr. Bush, a relationship Democrats have used 
to try to damage the Bush administration. 

But Enron, apparently concerned two years ago that Mr. Gore might win 
the election, set out on an aggressive tack to also cultivate people close 
to him and other Democratic officials. Mr. Hayes, who did not return a 
phone call seeking comment today, also worked for Enron after Mr. 

Gore was defeated. 

Mr. Thompson released the documents during a Senate Governmental 
Affairs Committee hearing today in part because he said he was 
concerned that Democrats on the panel were trying to paint Republican 
appointees to the energy commission in an unfair light. 
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In an interview this afternoon, the managing partner at Wyatt, Tarrant & 
Combs, Kevin Hable, confirmed that the firm paid Mr. Hayes $100,000 
in March 2001 for work Mr. Hayes performed the year before on behalf 
of Enron. 

Mr. Hable said that lawyers on the executive committee of the law firm 
were not told that Mr. Hayes had been retained to do the work until 
January 200 1 . The only person at the firm who knew about the deal with 
Mr. Hayes before that date, he said, was Charles W. Bone, who he said 
had sought to arrange a $325,000 payment to Mr. Hayes. The executive 
committee, Mr. Hable added, also did not know Mr. Bone was lobbying 
the energy commission until 2001 . Mr. Bone, who left the law firm late 
last year, did not return a phone call seeking comment. 

At the hearing today, Mr. Thompson noted that Ms. Breathitt's father, 
Edward T. Breathitt, the former governor of Kentucky, had been a 
lawyer at the Wyatt law firm at the same time that Mr. Bone and Mr. 
Hayes were in contact with Ms. Breathitt. 

Under questioning by Mr. Thompson at the hearing, Ms. Breathitt, a 
Democrat appointed to the energy commission by President Bill Clinton 
in 1997, testified that her contacts with Enron officials were proper. Her 
father, she said, was paid by the Wyatt firm only a fixed salary that did 
not increase based on new business. Mr. Breathitt has since retired from 
the firm. 


Ms. Breathitt added that many of the positions she had taken at the 
commission were adverse to Enron. "I have been the most reticent, least 
philosophically attuned to where Enron was going, in my opinion," Ms. 
Breathitt said. 

The energy commission chairman, Patrick Wood III, who was appointed 
by Mr. Bush last year, said after the hearing that he believed that the 
harsh questioning of Ms. Breathitt had been unfair. 

For his part, Mr. Thompson also emphasized that he was not asserting 
that Ms. Breathitt had done anything improper, only that he was trying 
to show how easy it was to draw negative inferences in such situations. 


SEARCH RESULTS FROM THE ARCHIVE 


Enron Pursued Plan To Forge Close Ties To Gore Campaign (February 1 8, 2002) $ 
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FEDERAL ENERGY REGULATORY COMMISSION 
WASHINGTON, D.C. 20426 


OFFICE OF THE COMMISSIONER 


December 20, 2002 


The Honorable Joseph I. Lieberman 
Chairman 

Committee on Governmental Affairs 
United States Senate 
Washington, D.C. 20510-6260 

Dear Mr. Chairman: 

Thank yon for your letter of November 26, 2002, enclosing questions from you 
and Senator Carl Levin. I am providing my answers, set out below, for the record of your 
Committee's November 12 hearing. 

Senator Joseph Lieberman 

Question 1: In our February 1 5, 2002 letter to Chairman Wood, the Committee 

requested, among other things, a list of all communications between Enron 
and the Commission (including all Commissioners, officers or employees of 
FERC) from January 1, 1992 to December 2, 2001. You responded to this 
request on March 4, 2002 and supplemented this response on March 20, 
2002. Since then, questions have been raised about the completeness of 
these responses. 

a. Please indicate whether the information provided in FERC's submissions of 
March 4, 2002 and March 20, 2002 is a complete and accurate record of 
your communications with Enron and its representatives during that time 
period. If not, please list any communications (as that term is defined in the 
Committee's February 1 5, 2002 letter) that you had with Enron or its 
representatives from January 1, 1992 through December 2, 2001 that were 
not included in the Commission's earlier submissions to the Committee. 

b. Is there anything to which you testified at the hearing with respect to your 
communications with Enron and its representatives that you which to 
supplement? 
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Answer: Thank you for the opportunity to supplement my responses to your previous 

inquiries. To the best of my knowledge, the information provided in FBRC's submissions 
of March 4 , 2002 and March 20, 2002 accurately reflects my communications with Enron 
and its representatives during that time period. 

Question 2: As discussed at the November 12 hearing, as well as in Committee staffs 
accompanying memorandum, less than 10% of FERC's employees 
measured in terms of full equivalents - FTE's - (the equivalent of one person 
working full time) are allocated to the new Office of Market Oversight and 
Investigation (OMOI). According to FERC’s FY2003 budget 250 FTE’s, 
including OMOI, are engaged in monitoring and enforcement activities, 
even broadly-defined; these activities thus account for less than 20% of 
FERC's total personnel and less then 15% of its budget. Do you believe this 
level of commitment to market oversight and enforcement is adequate in 
light of: 1) the fact that there are currently a number of investigations 
relevant to the energy industry ongoing not only at FERC (including the 
investigation of the California and Western markets) but also at other 
federal agencies (for example, the CFTC and SEC) and at the state level 
(for instance, the California Attorney General’s investigation of energy 
company activities during the 2000-01 energy crisis) which may well 
uncover information that requires additional or expanded FERC 
investigations; and 2) the need for an effective enforcement program to 
ensure compliance with market rules when markets are deregulated? 

Amswari I believe that the Commission has made the necessary level of commitment 
to market oversight and enforcement, but that commitment is not measured solely by the 
FTEs allocated to OMOI. Let me explain why I am satisfied that the Commission has 
allocated sufficient resources to these critical efforts. It starts at the top. For the first 
time, the Commission has made market oversight one of its three central goals, along with 
the traditional work on infrastructure and tariffs and rates, which is reflected in our 
Strategic Plan that we issued in the fall of 2001. The inclusion of market oversight as a 
central goal in the Strategic Plan represents a new way of doing business and, in fact, a 
huge cultural change at the Commission. 

We have taken a number of steps to accomplish this goal. First, we established a 
lead organization whose lone priority is market oversight and enforcement, the Office of 
Market Oversight and Investigations (OMOI). OMOI became operational in 2002 and 
will be fully staffed with 120 FTEs by summer 2003. Second, we also began 
transforming our existing processes and resources. The organizations whose primary 
mission is traditional infrastructure and tariffs and rates are becoming more attuned to 
market oversight and investigation issues. Third, our resource allocation is not static. We 
are using FTEs from a number of organizations (Office of Litigation, Office of General 
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Counsel, Office of Markets, Tariffs and Rates and Office and the Office of the Executive 
Director) in major investigations. Furthermore, we are conducting a Closed Door session 
after each Commission meeting to, among other things, focus our monitoring and 
investigative efforts and resources and ensure full involvement of the Commissioners. 
Fourth, to the extent our expertise needs to be supplemented by special skill sets, we have 
not hesitated to contract with outside consultants, as we have done in the West Wide 
investigation. Fifth, we have increased our cooperative efforts with the other federal 
agencies such as the CFTC, SEC and DOJ. Finally, we are leveraging our market 
oversight resources. Each developed electric market around the country has a market 
monitoring unit (MMU) that has direct access to markets within the ISO or RTO. We are 
forging a fundamental partnership with these MMUs so that together we will form a 
single, seamless market monitoring presence around the country. 

I believe the Commission has made an unprecedented commitment to market 
oversight and enforcement and the current level of effort the Commission is expending on 
market oversight and enforcement is appropriate. It demonstrates our commitment to 
market oversight and leverages our resources effectively. If experience indicates that we 
should commit additional resources to market oversight, I will not hesitate to reallocate 
resources where we can or seek additional resources from Congress if we must. It is, of 
course, critically important that we get the market structures and the rules in place as we 
are doing in the RTO dockets in SMD proposal rulemaking. 

Senator Carl Levin 


Senator Levin propounded a number of questions to the Commissioners generally 
seeking data regarding QFs and raising a number of legal issues. I have read the 
responses of Chairman Wood on behalf of the Commission. I agree with the responses 
and, therefore, adopt those responses as my own. So as not to unnecessarily burden the 
record, I have not replicated those response here. I would be more than happy to respond 
to any specific inquiry that Senator Levin would have for me. 


Sincerely, 



Nora Mead Brownell 
Commissioner 
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FEDERAL ENERGY REGULATORY COMMISSION 

WASHINGTON, D.O, 20426 


OFFICE OF THE COMMISSIONER 


December 20, 2002 


The Honorable Joseph I. Lieberman 
Chairman 

Committee on Governmental Affairs 
United States Senate 
Washington, DC 20510-6260 

Dear Mr. Chairman: 

Thank you for your letter of November 26, 2002, enclosing questions from you 


and Senators Fred Thompson and Carl Levin, for the record of your Committee’s 
November 12 hearing. My answers to those questions are enclosed. 

Sincerely, 

William L. Massey 
Commissioner 


Enclosure 
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COMMISSIONER MASSEY S RESPONSES TO < 
SUBMITTED BY SENATORS 


)UESTIONS 


Senator Lieherman 

Question 1 : In our February 15, 2002 letter to you, the Committee requested, among 
other things, a list of all communications between Enron and the 
Commission (including all Commissioners, officers or employees of FERC) 
from January 1, 1992 to December 2, 2001. You responded to this request 
on March 4, 2002 and supplemented this response on March 20, 2002. 

Since then, questions have been raised about the completeness of these 
responses. 

a. Please indicate whether the information provided in FERC’s submission of 
March 4, 2002 and March 20, 2002 is a complete and accurate record of 
your communications with Enron and its representatives during that time 
period. If not, please list any communications (as that term is defined in the 
Committee’s February 15, 2002 letter) that you had with Enron or its 
representatives from January 1, 1992 through December 2, 2001 that were 
not included in the Commission’s earlier submissions to the Committee. 

Answer : To the best of my knowledge and recollection, the information provided is a 

complete and accurate record of communications between me and Enron and its 
representatives during that time period. 

b. Is there anything to which you testified at the hearing with respect to your 
communications with Enron and its representatives that you wish to 
supplement? 

Answer : I do not wish to supplement my testimony. 

Question 2 : As discussed in the November 12 hearing, as well as in Committee staff s 
accompanying memorandum, less than 10% of FERC’s employees 
measured in terms of full time equivalents - FTE’s - (the equivalent of one 
person working full time) are allocated to the new Office of Market 
Oversight and Investigation (OMOI). According to FERC’s 2003 budget 
250 FTE’s, including OMOI, are engaged in monitoring and enforcement 
activities, even broadly-defined; these activities thus account for less than 
20% ofFERC’s total personnel and less than 15% of its budget. Do you 
believe this level of commitment to market oversight and enforcement is 
adequate in light of 1) the fact that there are currently a number of 
investigations relevant to the energy industry ongoing not only at FERC 
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(including the investigation of the California and Western markets) but also 
at other federal agencies (for example, the CFTC and SEC) and at the state 
level (for instance, the California Attorney General’s investigation of 
energy company activities during the 2000-2001 energy crisis) which may 
well uncover information that requires additional or expanded FERC 
investigations; and 2) the need for an effective enforcement program to 
ensure compliance with market rules when markets are deregulated? 

Answer : I hereby incorporate by reference, and adopt as my own. Chairman Wood's 

answer to question No. 4 submitted by Senator Lieberman. I will continue to urge that 
the Commission's resources are appropriately focused on vigorous investigations and 
oversight. Under Chairman Wood's leadership, the Commission's commitment to market 
oversight and enforcement has increased rather dramatically. I have reached no 
conclusion about whether additional resources will be necessary. It is my hope that 
standardization of market structures and rules, vigorous market monitoring units within 
each RTO and the more effective ex ante mitigation tools we have proposed in our 
Standard Market Design rulemaking will allow a more efficient utilization of the 
Commission's oversight and enforcement resources. 


Senator Carl Levin 


Question 1 : Current law provides special rates and other benefits to qualifying small 
power production facilities under 16 U.S.C. 796 (17)(c) (hereinafter “QF 
facilities”). 

a. Approximately how many QF facilities now exist? 

Answer : I hereby incorporate by reference, and adopt as my own, Chairman Woods 

answer to this question. 

b. Approximately how many QF facilities have equity interests held by 
multiple parties? 

Answer : I hereby incorporate by reference, and adopt as my own, Chairman Wood's 

answer to this question. 

c. Approximately how many QF facilities are owned in part, either directly or 
indirectly, by any electric utility company, electric utility holding company, 
or an affiliate of an electric utility holding company (hereinafter “electric 
utility”)? 
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Answer : I hereby incorporate by reference, and adopt as my own. Chairman Wood's 

answer to this question. 

d. Approximately how many QF facilities are owned in part by a special 
purpose entity (SPE) that was established by an electric utility. 

Answer : I hereby incorporate by reference, and adopt as my own, Chairman Wood's 

answer to this question. 

e. Approximately how many QF facilities are owned in part by an SPE whose 
equity ownership interest in the facility was largely provided, financed, or 
guaranteed by an electric utility? 

Answer : I hereby incorporate by reference, and adopt as my own, Chairman Wood's 

answer to this question. 

f. Approximately how many QF facilities are owned in part, either directly or 
indirectly, by a director, officer or employee of an electric utility or by a 
family member closely related to such director, officer or employee? 

g. Please describe the characteristics and nature of existing QF facility owners, 
including whether any particular companies dominate ownership of these 
facilities, the most common types of owners, and the relative percentage of 
owners that are electric utilities, corporations, partnerships, trusts, or 
individuals. 

Answer : I hereby incorporate by reference, and adopt as my own. Chairman Wood's 

answer to this question. 

Question 2 : If FERC determined that a company which had owned a QF facility sold 
100 percent of the equity interest in that facility to an SPE that was 
established and financed primarily by an electric utility, would the facility 
likely continue to qualify for QF status under FERC regulations? What if 
the SPE was owned or controlled by a senior officer or employee of an 
electric utility? 

Answer: I hereby incorporate by reference, and adopt as my own, Chairman Wood's 

answer to this question. 


Question 3 : At the hearing, Chairman Wood indicated that FERC would undertake a 
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review of existing filings to determine wh ether any QF facilities are 
operating under the same or similar ownership arrangements used by Enron 
with respect to its wind farms. Please describe how FERC plans to conduct 
this review, approximately how many QF facilities will be examined, and 
projected key dates for completion of the review. Given the evidence that 
has emerged over the last year regarding how Enron and other companies 
have abused SPEs by concealing their control over or financial 
contributions to the relevant SPE, please describe how FERC plans to 
identify and evaluate the nature and extent of any links that may exist 
among the QF facility, an SPE with an equity ownership interest in that 
facility and any electric utility. 

Answer : I hereby incorporate by reference, and adopt as my own, Chairman Wood's 

answer to this question. 

Question 4 : [Omitted] 

Question 5 : At the hearing, FERC indicated that it currently relies to a large extent on 
third parties to file complaints about QF facilities that may be in violation 
of FERC's QF ownership rules. Are there any plans for FERC to publish 
Federal Register notices to alert consumer advocates to facilities claiming 
QF status or to changes in the ownership of these facilities: Are there any 
plans to eliminate the $16,000 fee for complaints against QF facilities? 

Answer : I hereby incorporate by reference, and adopt as my own, Chairman Wood's 

answer to this question. 

Question 6 : FERC's staff conducted two examinations of the electronic trading 

operation known as Enron Online (EOL). The first staff report was issued 
in August 2001, and the second a year later in August 2002. The first report 
concluded "there is no reason for concern about EOL at this time." The 
second report found significant evidence of price manipulation and 
deceptive practices by Enron. How do you explain the differences between 
the two staff reports? 

Answer : I hereby incorporate by reference, and adopt as my own. Chairman Wood's 

answer to this question. 

Question 7 : The August 2002 FERC staff report includes a detailed analysis of the 
natural gas trades made on Enron Online for next-day delivery into 
California over the course of a single day, January 31, 2001. The report 
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found that out of a total of 227 trades on that day, 1 74 - or more than two- 
thirds of the trades - involved Enron and a single counter party. Most of 
these trades took place during the last hour of trading, with the two parties 
buying huge amounts of natural gas from each other in numerous 
transactions. The report determined that the trades took place at "higher 
prices" than other trades that day and resulted in a steep price increase over 
the last hour of trading. The report described this trading as "difficult to 
rationalize as a normal or standard business practice" and noted that "only 
Enron and possibly the counter party could have known that so much of the 
trading was going on between themselves, because parties looking at EOL's 
screens could only see the bid and ask prices; they could not know who the 
counter party was on any particular trade." The report also indicates that 
Enron Online's price data was routinely used to prepare published reports 
on natural gas prices, which meant that the EOL price data was not just 
affecting Enron trades, but also contributing to higher natural gas prices 
industrywide. The FERC staff report concluded that Enron had "significant 
ability and incentive to manipulate the price data published by the reporting 
firms." 

a. What is the identity of the counter party in the 174 trades analyzed in the 
2002 report? 

Answer : I hereby incorporate by reference, and adopt as my own, Chairman Wood’s 

answer to this question. 

b. (i) Is it FERC's position that it currently has jurisdiction to monitor and 

investigate electronic trading systems like Enron Online which affect 
U.S. energy markets? 

Answer : I hereby incorporate by reference, and adopt as my own. Chairman Wood's 

answer to this question. 

b. (ii) Does FERC's jurisdiction arise in part from its statutory obligation to 

ensure just and reasonable rates? 

Answer : I hereby incorporate by reference, and adopt as my own. Chairman Wood's 

answer to the question. 

c. Would you agree that the 2002 FERC staff analysis of Enron Online has 
established beyond dispute that electronic trading can affect U.S. energy 
prices and utility rates? 
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Answer : I hereby incorporate by reference, and adopt as my own, Chairman Wood's 

answer to this question. 

d. Given the importance of electronic trading in U.S. energy markets today, is 
it fair to say that FERC cannot ensure just and reasonable rates without 
monitoring and overseeing the key electronic trading systems that affect 
U.S. energy markets? 

Answer : I hereby incorporate by reference, and adopt as my own. Chairman Wood's 

answer to this question. I believe that FERC cannot ensure just and reasonable rates 
without monitoring and overseeing by some appropriate federal agency, whether FERC or 
the CFTC, of key electronic trading systems that affect U.S. energy markets. 

Question 8 : Please list the key electronic systems that currently affect U.S. energy 
markets. Elas FERC initiated a detailed examination of any of these 
electronic trading systems since Enron's collapse in December 2001? If so, 
please identify them. In addition, please indicate whether FERC has 
conducted or plans to undertake a detailed examination of 
UBSWenergy.com or the Intercontinental Exchange. 

Answer : [Please see Confidential Non-Public Appendix to Chairman Wood's 

responses.] 

Question 9 : FERC uses certain information, like large trader reports, to monitor 
designated exchanges such as NYMEX. Does FERC have any plans to require electronic 
trading systems like UBSWenergy.com or ICE to begin filing similar information with 
FERC, so that FERC can monitor their trading? If not, how will FERC monitor existing 
electronic platform trading in the energy markets to detect and prevent roundtrip and 
other suspect transactions that may be improperly increasing energy prices or utility 
rates? 

Answer : I hereby incorporate by reference, and adopt as my own, Chairman Wood's 

answer to this question. 

Question 10 : Electronic trading is not confined to offers and bids on short term contracts 
for next-day deliveries of energy, but also energy derivatives, forward 
contracts and futures. 

a. Does FERC need to examine all aspects of this trading activity to fully 

understand energy markets and evaluate whether particular prices are just 
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and reasonable? 

Answer : Yes. 

b. Is FERC’s existing statutory authority sufficient to permit it to monitor and 
investigate the whole range of energy trading activity that takes place on 
electronic trading systems, or is it FERC’s position that it is precluded from 
examining certain types of trading? If it is FERC’s position that it is 
precluded from examining certain types of electronic trading, please 
identify those categories of trading and explain why FERC is unable to 
examine them. 

Answer : I hereby incorporate by reference, and adopt as my own, Chairman Wood's 

answer to this question. The FERC or other appropriate agency such as the CFTC should 
have full authority to regulate such activities. 

Question 11 : Please provide any recommendations you may have for clarifying or 

strengthening FERC’s statutory authority to ensure that FERC has clear 
jurisdiction to monitor, obtain routine information regarding, and 
investigate all aspects of electronic trading systems, including all types of 
trading activity, that may bear on energy prices and utility rates. 

Answer : The FERC would have full authority if the Federal Power Act were 

amended to define an electronic trading system as a "public utility." 
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INTRODUCTION 

On December 2, 2001, Enron, then ranked as the nation’s seventh largest company, filed 
for federal bankruptcy protection amid allegations of far reaching financial and other fraud. 
Enron’s collapse left thousands of employees without jobs and with severely diminished 
retirement savings and erased billions of dollars of shareholder value. Perhaps most 
significantly, it triggered a crisis of investor confidence in U.S. financial markets — and a 
concomitant crisis in ratepayer and investor confidence in the energy markets. Enron’s 
meltdown has had effects that have reverberated through the energy sector as well as other parts 
of the U.S. economy, and its consequences continue to be felt today. 

In January 2002, the Senate Committee on Governmental Affairs undertook an 
investigation into the collapse of Enron. Specifically, the Committee examined a variety of 
public and private entities that had responsibility for overseeing or monitoring aspects of Enron’s 
activities and protecting the public against the type of calamities that resulted. The charge was 
to seek to determine if these watchdogs did their jobs correctly and whether they could have done 
anything to prevent, or at least detect earlier, the problems that led to Enron’s failure. Among the 
entities looked at closely by the Committee has been the Federal Energy Regulatory Commission 
(FERC), the government’s primary energy regulator. Although Enron, at the end. was involved 
in an assortment of far-flung activities, at its core, Enron was an energy company, and many of 
its activities were subject to direct or indirect oversight by FERC. 

The Committee initiated its investigation through letters sent to the FERC Chairman on 
February 15 and March 27, 2002, requesting information about EERC’s dealings with Enron and 
its affiliates over the last ten years, information which FERC provided to the Committee. The 
Committee also made follow-up requests to FERC for further information concerning 
investigations, inquiries, and audits involving Enron subsidiaries and affiliates. In addition, 
Committee staff had a number of interviews and discussions with FERC staff, officials of other 
federal agencies, and non-Enron utility company employees concerning the specific matters 
discussed in this memo. Committee staff also reviewed thousands of documents and e-mail 
records from Enron and affiliated companies provided to the Committee and to its Permanent 
Subcommittee on Investigations in response to subpoenas to Enron. 

What Committee staff for the majority found was an agency that was no match for a 
determined Enron and that has yet to prove that it is up to the challenge of proactively overseeing 
changing markets. On a number of occasions, FERC was provided with sufficient information 
to raise suspicions of improper activities - or had itself identified potential problems - in areas 
where it had regulatory responsibilities over Enron, but failed to understand the significance of 
the information or its implications. Over and over again, FERC displayed a striking lack of 
thoroughness and determination with respect to key aspects of Enron’ s activities - an approach 
seemingly embedded in its regulatory philosophy, regulations, and practices. In short, the record 
demonstrates a shocking absence of regulatory vigilance on FERC’s part and a failure to 
structure the agency to meet the demands of the new, market-based system that the agency itself 
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has championed. In the end, this investigation reveals that FERC did not fulfill its role to protect 
the consumer against abuses that can result if a market-based system is not adequately patrolled 
by those charged with doing so. 

This memorandum will discuss four specific areas in which FERC failed to conduct 
effective oversight of Enron’s activities. The first involves certain wind farms owned by Enron. 
In an effort to preserve these wind farms’ eligibility as so-called “qualifying facilities" eligible 
for certain economic and regulatory benefits, Enron purported to transfer 50% ownership 
interests in these wind farms to third parties. At least some of the transactions, however, appear 
to have been sham sales. Enron, as required under FERC regulations, provided written notice to 
FERC of each of these sales (as well as subsequent repurchases), along with certain telling 
details; in some instances Enron in fact sought FERC’s affirmative approval of the transactions. 
Nonetheless, FERC failed to make any effective inquiry - or in some cases, any inquiry at all - 
into these transactions, enabling Enron to receive substantial benefits for its wind farms to which 
it may not have been entitled. 

Second, the memo will look at an investigation that FERC staff conducted in May 2001 
into the operations of Enron Online, Enron’s electronic trading platform used to buy and sell 
electricity and natural gas. The inquiry included questions about the competitive advantage that 
this trading operation gave Enron traders and whether that advantage could lead to abusive 
practices in the market; in connection with this inquiry, FERC staff also looked at questions 
concerning Enron’s financial viability. FERC staff asked some of the right questions about 
Enron’s electronic trading activities and finances, but ultimately settled for incomplete, 
unconvincing, or incorrect answers to those questions. Equally troubling, FERC failed to follow 
up on some of the most serious concerns raised in the course of its inquiry - concerns that have 
since been borne out. A critical legal memorandum regarding the basic question of whether 
FERC had jurisdiction over such trading platforms as Enron Online - which were expected to 
become the dominant way to trade both electricity and natural gas - was started but left to 
languish until Chairman Lieberman raised questions about it in a May 15, 2002 letter to FERC 
Chairman Wood. All this occurred at a time when Enron internal documents uncovered during 
the Committee’s investigation show that the company placed a high priority on maintaining the 
unregulated status of Enron Online. 

Third, the memo will examine questionable transactions between Enron and its EERC- 
regulated affiliated companies. In particular, shortly before Enron declared bankruptcy, it 
borrowed approximately $1 billion through two of its pipeline subsidiaries, securing the loans 
with the pipelines’ assets. When Enron went bankrupt, the pipeline companies - and potentially 
their ratepayers - were left to repay the loans. In addition, there is evidence suggesting that 
Enron may have used its public utility affiliate, Portland General Electric (PGE), to engage in the 
questionable export and reimportation of electricity from California during the Western energy 
crisis of 2000-2001 and disguised these prohibited interaffiliate transactions. Although FERC 
has now opened investigations into both matters, before Enron’s collapse it had been unprepared 
and unwilling to act against suspect interaffiliate transactions either because the Commission’s 
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rules were inadequate or because it was not able to effectively monitor whether companies were 
complying with the rules. 

The fourth area involves the abusive trading practices that, according to recently released 
documents, Enron traders engaged in during the California energy crisis. FERC waited nearly 
two years after the first allegations of market abuse by individual companies arose before 
launching a formal inquiry into the potentially abusive actions of individual companies. This 
was despite the fact that FERC was provided with information raising concerns about the 
exercise of market power in California as early as 1998. Not until February 2002 did FERC 
pursue evidence that suggested that companies like Enron were manipulating the market. This 
failure to look at the behavior of individual companies came while Enron, deeply concerned 
about the effect the Western energy crisis could have on the course of deregulation and on its 
business, engaged in an extensive public relations and lobbying campaign to influence FERC’s 
actions in the California market. 

In addition to examining these areas of failed oversight, the memo will look at the efforts 
the Commission has undertaken recently to more effectively oversee the contemporary energy 
markets. Committee staff has serious concerns about whether, as currently constructed, such 
efforts are likely to result in the proactive, aggressive agency that is needed to protect consumers. 

* * * 

While we do not know with certainty whether the disclosure of any of the individual 
activities to be highlighted at the hearing would have prevented Enron’s collapse, it seems highly 
likely that more vigilant, aggressive action by FERC would have limited some of the abuses that 
appear to have occurred, raised larger questions about Enron’s trading practices and other 
business activities, and unearthed at least some of the cracks in Enron’s foundation earlier. 
Perhaps scrutiny by a federal agency would have jolted the Enron Board of Directors and Enron 
itself into acting to change direction. At a minimum, we believe it would have alerted investors, 
analysts, and hopefully other regulators to look more closely at Enron. 


I. FERC: BACKGROUND 

FERC is an independent, five-member regulatory commission within the Department of 
Energy. It was created in 1977 as a successor to the Federal Power Commission, which had been 
established in 1935 by the Federal Power Act. FERC regulates the interstate transmission and 
wholesale sale of electricity and natural gas, while state and local governments regulate retail 
sales and intrastate transmission. FERC also licenses hydroelectric projects and regulates the 
transmission of oil by interstate pipelines. 

Over the past 25 years, FERC has overseen a fundamental change in the energy industry 
from a set of highly regulated monopolies to a system increasingly based on market competition. 
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The regulatory framework as it has evolved and is administered by FERC in three areas that 
constituted a substantial portion of Enron’s energy business - electricity, natural gas, and oil - is, 
very briefly, as follows: 

A. Electricity 

The federal regulatory scheme for electric utilities is set forth in the Public Utility 
Holding Company Act 1 (PUHCA) and the Federal Power Act 2 (FPA). Both laws were passed in 
the mid-1930's in response to corporate abuse by utility holding companies. Holding companies 
were taking advantage of the fact that they owned utilities in multiple states to engage in 
interstate, intra-company transactions that could not be controlled by state public utility 
commissions. The Securities and Exchange Commission (SEC) was given authority to regulate 
matters relating to utilities’ corporate structures under PUHCA, including the ability to restrict 
ownership of multiple utility companies by a single holding company. 3 Under the FPA, FERC’s 
predecessor agency - the Federal Power Commission - was given the authority to regulate the 
rates that could be charged for electricity sold by one utility to another. The FPA required that 
these wholesale electric rates be “just and reasonable” and nondiscriminatory; rates that are not 
just and reasonable or are discriminatory are unlawful. 4 This statutory standard remains in place 
today. State utility commissions continue to regulate retail rates charged to consumers within 
their states. 

The electricity industry in the U.S. has historically been characterized by vertically 
integrated utility companies that owned and controlled generation, transmission and distribution 
systems necessary to serve their own customers. These systems were primarily regulated by state 
commissions which approved construction of the facilities necessary to provide electric service 
and consumer rates to recover the cost of those facilities. Generally, sales of power between 
utilities were overseen by FERC. The situation began to change with the passage of the Public 
Utility Regulatory Policy Act 5 (PURPA) in 1979 and the Energy Policy Act 6 (EPAct) in 1992. 
PURPA created a new category of independent generation facilities known as “qualifying 
facilities” or “QFs,” which were allowed to sell electricity to electric utility companies. (QFs 
include cogeneration facilities (i.e., facilities that simultaneously produce two forms of useful 


1 15U.S.C. §79 etseq. 

2 16 U.S.C. § 791a etseq. 

3 See 15 U.S.C. § 79k(b)(l). 

4 16 U.S.C. §§ 824d(a) and (b); see also 16 U.S.C. § 813. 

5 16 U.S.C. § 2601. 

6 42 U.S.C. § 13201. 
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energy, such as electric power and steam) and small power production facilities that use biomass, 
waste, or renewable resources, including wind, solar and water, to produce electric power). In an 
effort to develop this new, independent generation industry, utility companies were required to 
purchase electricity from these QFs at preferential rates in lieu of using their own generation 
capacity. PURPA also required that a QF be owned by an entity that was not already a utility 
company. 

EPAct expanded the universe of “independent” power generation facilities by authorizing 
utility companies to own independent power generation facilities - that is, power generation 
facilities that were not captive to a particular utility but could sell to multiple buyers - but 
without the preferential rates available to QFs; such independent generation facilities are referred 
to as “exempt wholesale generators” (EWGs). EPAct also required utilities to open up their 
interstate transmission systems to accommodate wholesale sales of power by competing 
producers. FERC has the responsibility to oversee these sales of electricity between utilities. 
FERC also reinterpreted the FPA’s requirement that wholesale electric rates be “just and 
reasonable” to allow market-based prices to be considered just and reasonable rates. 

These changes, along with the decisions by individual states such as California to 
reorganize their state electric markets along a similar model, resulted in a major shift in the way 
electricity was generated, transmitted and sold. Rather than electricity being seen as a service 
provided by regulated monopolies at regulated prices, it became a commodity to be produced and 
sold at prices set by the market. This in turn created opportunities for energy companies like 
Enron to enter into the market to buy and sell electricity and even to provide retail service to 
customers. 

B. Natural Gas 

The evolution of the natural gas market had similar attributes to that of the electric 
market. In this case, natural gas pipelines previously served in the role of the “integrated” utility; 
they purchased gas from producers, transported it, and resold it to local natural gas distribution 
utility companies. Here too, FERC through its authority under the Natural Gas Act to regulate 
interstate pipelines, 7 has moved to require pipelines to “unbundle” these services and allow 
others to ship natural gas on their pipelines. In other words, FERC has essentially required 
interstate pipelines to serve as interstate “common carriers” providing transportation to others 
who purchase or sell natural gas directly. 8 As in the case of electricity, this has provided 
opportunities for energy trading companies like Enron to buy and sell natural gas that were not 
previously available. FERC continued to approve both the rates and construction of pipelines, 
including those owned by Enron. 


7 15U.S.C. §717. 

8 15 U.S.C. § 717(c). 
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C. Oil Pipelines 

FERC regulates interstate oil pipelines, which Enron also owned, under the Interstate 
Commerce Act, through which it has also begun to extend market-based rate authority. 

In all three areas - electricity, natural gas, and oil - FERC has been instrumental in 
transforming the way energy products and services are bought and sold from one that relied upon 
cost-of-service based rates established by FERC, to market-based rates where prices are 
determined by a competitive marketplace. 9 Enron was at the forefront of these changes, both 
arguing for their implementation and structuring its businesses and business strategy to take 
advantage of them. In the process, Enron became the largest U.S, trader of electricity and natural 
gas - and one of the most significant companies within FERC’s jurisdiction. 


II. FERC’S OVERSIGHT OF ENRON 

Although FERC does not directly regulate Enron Corp. (essentially a holding company 
for the company’s many and diverse operating subsidiaries) as a corporation, per se, the 
Commission has jurisdiction over many of Enron’s energy marketing, generation, and 
transmission subsidiaries and activities. In response to the Committee’s request, FERC 
identified 24 electricity marketers, generators or transmitters, 15 gas pipelines, and 5 oil pipelines 
that are Enron subsidiaries or affiliates and that either are so-called “jurisdictional entities” under 
the FPA, Natural Gas Act or Interstate Commerce Act or are QFs that must be certified by FERC 
under PURPA. In addition, Enron appears to have several other electric affiliates that are subject 
to FERC’s jurisdiction or certification requirements. 10 

Not surprisingly, therefore, FERC had thousands of contacts with Enron concerning 
Enron’s FERC-regulated subsidiaries and affiliates over the ten-year period examined by 
Committee staff. The vast majority of these involved routine matters such as rate filings, 
reporting requirements, and system operation. In addition, Enron was very aggressive about 
using, and seeking to use, the regulatory process to further its own strategic business goals and to 


9 Cost-of-service based rates are rates that are based on how much it costs for the utility 
company or pipeline to provide the service. It is calculated by analyzing the costs of building 
generation equipment, transmission facilities, personnel, financing, and other costs. In contrast, 
market-based rates are the price that the seller can get for the product in the marketplace. As part 
of the transition from one rate system to another, FERC has both directly and indirectly required 
the establishment of a variety of market mechanisms - from auctions by pipelines for available 
capacity to centralized trading exchanges. 

10 In the course of its investigation. Committee staff came across a number of Enron- 
affiliated entities, primarily QFs and EWGs, beyond those identified by FERC, that either had 
filed certifications with FERC or were discussed in internal Enron documents. 
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protect its economic interests in matters within FERC’s purview; these matters ranged from the 
promotion of the deregulation of the electric and natural gas markets to FERC’s response to the 
California energy crisis. 11 Enron intervened in dozens, if not hundreds, of proceedings before the 
Commission to this end. 12 Enron, moreover, was an active member of a number of industry 
organizations and coalitions and the company’s employees often met with FERC commissioners 
and staff either as participants in association events or as representatives of the associations 
themselves. 

Among the many Enron matters that came before FERC, or were subject to FERC 
oversight in recent years, four stood out as examples of significant regulatory failure. In each 
case, the Enron practices left unpursued by FERC likely contributed, directly or indirectly, to the 
company’s collapse, distorted the appearance of its financial condition, and/or inflicted harm on 
energy consumers and the energy industry. The Committee staff’s findings with respect to each 
of these matters is set forth in detail below. 

A. Enron Wind Farm Transactions 

In January 1997, Enron purchased Zond Wind Energy Corporation, a manufacturer and 
developer of wind energy generation equipment and projects. As a result, Enron became the 
majority owner of a number of wind farm projects that were considered “qualifying facilities” 
(QFs) under PURPA and so were eligible for preferential rate treatment. 

Shortly thereafter, in August 1997, Enron completed its acquisition of a public utility 
company located in Oregon - Portland General Electric (PGE). Under PURPA, however, QFs 
cannot be owned by a public utility or its holding company. Thus, because Enron now owned a 


11 Enron Corp., “Enron Federal Government Affairs - Outlook & Goals for 1999” (Enron 
document nos. EC-W 000000228-000000234); Enron Corp., “Overview of Key Energy Policy 
Issues” (Enron document nos. EC-W 000001131-000001139). 

12 Enron also appears to have sought more broadly to influence policy matters within the 
Commission’s jurisdiction. Enron’s Government Affairs office had at least eight people 
dedicated to working on FERC matters. See Enron Corp., “Government Affairs Directory,” 
(Enron document no. EC-W 000003398-000003406), at 6. This was, of course, part of a much 
reported on, broader effort on the part of Enron to shape its regulatory environment at both the 
state and federal level: Enron’s internal government affairs department documents indicate that 
the company budgeted $37.2 million for government affairs activities in 1999, $33.6 million in 
2000 and $32.5 million in 2001. See Enron Corp., “Government Affairs,” November 2001 
(Enron document nos. EC 000124004-000124010) at 7. It is unknown what portion of these 
funds were spent on FERC-related activities. Given the company’s extensive interactions with 
FERC, it may well have been a substantial amount. Enron internal government affairs 
department documents, for example, indicate that Enron was spending $2 million per year just to 
promote the creation of Regional Transmission Organizations. See id. at 5. 
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public utility company, the wind farm projects it had purchased would no longer be eligible for 
QF status. In order to maintain the QF status of the wind farms, Enron found it necessary to 
divest itself of ownership interests in a number of these projects. In a number of cases, however, 
Enron seems to have only appeared to divest itself of ownership, while in fact effectively 
retaining the risks and benefits of ownership. Enron subsequently repurchased its interest in 
some of these wind farms in 2000, relying on legal arguments that it was otherwise exempt from 
the usual ownership requirements to retain the wind farms’ QF status. 

With respect to both the sales and repurchases of its ownership interests in the wind 
farms, Enron, as was required, filed documents with FERC informing it of the transactions. 
FERC, however, failed to give adequate - or, in some cases, any - scrutiny to these 
submissions. 13 


1. Regulatory Requirements 

There are a number of technical and ownership requirements that a facility must meet in 
order to qualify as a QF. Most relevant here, PURPA requires that a QF be owned by an entity 
that is not primarily engaged in the sale or generation of electric power. 14 FERC has interpreted 
this requirement to mean that an applicant must demonstrate that “no more than 50 percent of the 
equity interest in the facility is held by an electric utility or utilities, or by an electric utility 
holding company.” 13 To determine ownership, FERC looks to two factors: the exercise of 
control and the stream of benefits accruing to each participant. That is to say, a public utility or 
utility holding company may not have more than 50% control over the facility and may not 
receive more than 50% of the stream of benefits - typically defined by FERC as profits, losses 
and surplus after return of initial capital contribution. 16 

FERC regulations provide two alternative means by which the owner of an eligible 
facility may obtain QF status for that facility. First, the owner may file a formal application with 
FERC requesting Commission certification of the facility’s QF status, which the Commission 


13 Although FERC reviewed and approved the Enron/PGE merger that triggered the QF 
ownership requirement, FERC did not consider or attach any conditions to its approval to ensure 
that the QF ownership requirement was met. 

14 16 U.S.C. § 796(17). 

15 18 C.F.R. § 292.206(b). 

16 See CMS Midland, Inc., 38 FERC 61,244 (1987); Ultrapower 3, 21 F.E.R.C. 61,094 
(1984). This analysis applies where the facility is held by a partnership, as was the case with 
most of Enron’s wind farms discussed herein; where there is direct corporate ownership, FERC 
is able to measure equity ownership more directly — by whether a utility owns more than 50% of 
the project’s stock. 
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may grant or deny. 1 ' Or, at the owner’s option, it may file a “self-certification,” attesting that the 
facility meets the requirements for a QF. 18 Whenever there are changes in material facts about 
the facility, including changes in ownership, the owner must recertify the facility, again either by 
formal application to the Commission or by “self-recertification.” 19 

When formal certification or recertification of QF status is sought, EERC publishes a 
notice of the application in the Federal Register and allows interested parties to move to 
intervene before ruling on the application. 20 When a facility owner files a self-certification or 
self-recertification, no notice is published, although a copy of the self-certification notice must be 
served on the utilities to which the QF expects to sell electricity and on state regulatory 
authorities. 21 As a matter of policy, EERC does not review self-certifications or self- 
recertifications, unless an affected utility raises an objection to the certification. 

In the case of its wind farm sales and repurchases, Enron in some cases requested formal 
recertifications from EERC, while in others, it filed self-recertifications. 

2. RADR Transactions 

a. Wind Farm Sales 

In or about May 1997, Enron sold a 50% interest in each of three wind farm projects to a 
special purpose entity named RADR, which had allegedly been set up by Enron Chief Financial 
Officer Andrew Fastow and his deputy, Michael Kopper. These transactions were among those 
that underlay the civil and criminal charges recently brought against Fastow and Kopper. 22 The 
Justice Department and SEC have alleged that these transactions were entered into by RADR so 
as to “enable Enron to retain secret control over the . . . wind farms while appearing to maintain 


17 18 C.F.R. § 292.207(b). 

18 18 C.F.R. § 292.207(a). 

19 18 C.F.R. § 292.207(d). 

20 18 C.F.R. § 292.207(b)(4). 

21 18 C.F.R. § 292.207(a)(1). 

22 See Complaint, SECv. Kopper, Civ. Action No. H-02-3127 (S.D. Tex. August 21, 
2002); Information, United States v. Kopper , Cr. No. H-02-0560 (S.D. Tex. August 20, 2002); 
Complaint, SEC v. Fastow, Civ. Action No. H-02-3666 (S.D. Tex. Oct. 2, 2002); Indictment, 
United States v. Fastow, Cr. No. H-02-0665 (S.D. Tex. Oct. 31, 2002). 
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eligibility for QF status,” 23 and that it was understood that Enron would repurchase its interests in 
the wind farms from RADR at some point in the future. 

Documents produced by Enron to the Committee and its Permanent Subcommittee on 
Investigations further suggest that Enron may not have legitimately transferred its interest in 
these wind farms. Minutes of a May 1997 meeting of the Finance Committee of Enron's Board 
of Directors, for example, strongly imply that Enron did not consider the transactions to be true 
sales and fully expected to retain control over the projects. Thus, the minutes indicate that, 
although the arrangement was expected to satisfy FERC’s requirements for transfer of 
ownership, it was “not a sale for book purposes” and that Enron therefore could continue to 
recognize revenues from the projects. 24 In addition, the minutes describe Enron’s right to 
repurchase the projects, noting that Enron would retain a “call option to repurchase the assets in 
future and sell in ‘non-fire sale’ environment” - an indication that Enron, forced to divest its 
interests in the wind farms quickly because of QF concerns, was using the sales to RADR to 
temporarily “park” the projects until it could obtain what it hoped would be more lucrative 
financial returns. 25 Financially, the minutes reveal that Enron provided 97% of RADR’s initial 
capital by way of a loan from one of its subsidiaries and that Enron intended to indemnify RADR 
against future tax, environmental and other liabilities. 26 

The nature of these wind farm transactions is further confirmed by a 2001 report by 
PriceWaterhouseCoopers on its “due diligence” review for the Fastow-controlled partnership 
LJM when LJM was contemplating purchasing Enron’s entire renewable energy subsidiary. The 
report, consistent with the Finance Committee minutes, notes that, because Enron “retained all 
the risks and rewards associated with the projects and retained an option to repurchase the 
shares,” the transaction was not treated as a sale and revenue from the projects was accounted for 
as income from joint ventures. 27 The due diligence report further reveals that Enron also 
guaranteed RADR a minimum return on its investment. 28 


23 Information, United States v. Kopper. Cr. No. H-02-0560 (S.D. Tex. August 20, 2002) 
at 3; see also Indictment, United States v. Fastow, Cr. No. H-02-0665 (S.D. Tex. Oct. 31, 2002) 
at 4. 


24 Enron Finance Committee Meeting, May 5, 1997 (Enron document nos. 

EC 000025710 - 000025733) at document no. EC 000025730 (“Conclusions”). 

25 Id. 

26 Id., at Enron document nos. EC 000025727 - 000025729. 

27 PriceWaterhouseCoopers, Project Storm: Draft Report, July 6, 2001 (Enron Document 
No. LJM 022403) at 100, 131. 

28 Id. at 131. 
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FERC reviewed and accepted each of these transfers of ownership. With respect to each 
of the three wind farm projects in which RADR was purportedly acquiring an interest, Enron, 
through a subsidiary, filed with FERC a formal application for recertification of QF status. 29 
FERC staff reviewed each of these applications, and on June 30, 1997, FERC issued orders 
finding that the new ownership structure met the Commission’s requirements and granting the 
applications. 30 Regardless of whether FERC can have been expected to have uncovered the full 
extent of the fraud arising out of these transactions, the applications submitted by Enron provided 
sufficient information to have raised serious questions as to the legitimacy of the sales, and 
FERC should have at least been alerted to the possibility that its own requirements for QF status 
had not been met. 

The applications do not disclose that Enron executives controlled RADR, but they do 
reveal that Enron (through a subsidiary) will loan RADR all the money to purchase its interest in 
the wind farm projects; that an Enron affiliate will indemnify the owners of RADR for certain tax 
liabilities; that Enron (again, through a subsidiary) has an option to repurchase RADR’s interest 
in the projects; that the land for the facilities will be leased from an Enron affiliate; and that the 
same Enron affiliate will receive fees for providing operation and maintenance services to the 
facilities. Taken together, these facts raise a substantial issue about whether ownership has truly 
been transferred and strongly suggest that Enron is likely to retain more than 50% control and 
receive more than 50% of the stream of benefits arising from the project. 

In reviewing these applications, however, FERC does not appear to have understood or 
even to have tried to understand the financial arrangements - loans, repurchase options, 
indemnifications, and fees - described to it by Enron. According to FERC staff, QF applications 
at the staff level are reviewed by engineers or others with technical expertise to determine the 
QFs compliance with technical requirements, but typically no one with financial expertise 
reviews the applications for conformity with the ownership requirements. FERC apparently 


29 Request for Recertification of Qualifying Facility Status for Small Power Production 
Facility, Zond Windsystems Holding Company, FERC Docket No. QF87-365-003 (filed May 14, 
1997); Request for Recertification of Qualifying Facility Status for Small Power Production 
Facility, Sky River Partnership, Docket No. QF91-59-003 (filed May 14, 1997); Request for 
Recertification of Qualifying Facility Status for Small Power Production Facility, Victory Garden 
Phase IV Partnership, FERC Docket No. QF-90-43-002 (filed May 14, 1997). 

30 Zond Windsystems Holding Company, FERC Docket No. QF87-365-003 (Order 
Granting Application for Recertification as a Qualifying Small Power Production Facility, June 
30. 1997); Sky River Partnership, Docket No. QF91-59-003 (Order Granting Application for 
Recertification as a Qualifying Small Power Production Facility, June 30, 1997); Victory Garden 
Phase IV Partnership, FERC Docket No. QF-90-43-002 (Order Granting Application for 
Recertification as a Qualifying Small Power Production Facility, June 30, 1997). In each of these 
cases, the determination to grant the application was made by FERC’s Director of the Division of 
Opinions and Corporate Applications, acting under authority delegated from the Commission. 


12 



232 


never probed the salient question of who controlled RADR, 31 for instance, and Committee staff 
could find no reference suggesting that FERC either knew or cared that Enron was not treating 
the “sale” of these facilities as a sale on its own books. 

Rather, in its orders granting the wind farms QF status, FERC is conclusory in its 
analysis, largely parroting back Enron’s representations without further scrutiny. Thus, with 
respect to the additional moneys Enron would receive from the wind farms’ lease payments and 
from operations, maintenance and consulting fees to Enron affiliates, FERC unquestioningly 
accepts that because Enron and RADR each formally have 50% control over the facility and the 
agreements therefore theoretically could not be entered into without RADR’s assent, that these 
fee agreements should be presumed to have resulted from “arm’s-length” negotiations. Because 
FERC viewed these transactions as done at arm’s length, moreover, it determined that, in 
accordance with its ordinary practice, these additional fees, as well as the money Enron will 
receive from the loan it is providing to RADR, should not be counted as part of Enron’s share of 
the “stream of benefits” from the facility. At no point did FERC question why, where there is 
formally equal control, all the benefits would appear to accrue to one party nor did FERC see the 
extent of these benefits as possible evidence that this was in fact not an arm’s-length transaction. 
Overall, FERC appears to have been far more concerned with the form, rather than the substance, 
of these transactions. 

Had FERC probed these transactions, it would have been difficult for it to certify that 
these transactions met the QF ownership test. In fact, the transactions appear to have been sham 
sales. 


b. Wind Farm Repurchases 

In 2000-2001, Enron reacquired a majority interest in a number of QF facilities, including 
the three RADR projects as well as at least two others. In each of these cases, Enron filed a 
“self-recertification” with FERC informing it of the change in ownership and asserting that that 
facility - though now majority or entirely owned by a utility holding company - maintained its 
eligibility for QF status. 32 


31 In its applications to FERC, Enron represents only that the managing partner of RADR 
is owned by three individuals, who are left unidentified. 

32 Notice of Self-Recertification of Qualifying Facility Status for Small Power Production 
Facility, Zorui Windsystems Holding Co., Docket No. QF87-365-004 (filed August 3, 2000); 
Notice of Self-Recertification of Qualifying Facility Status for Small Power Production Facility, 
Sky River Partnership, Docket No. QF9 1-59-004 (filed August 3, 2000); Notice of Self- 
Recertification of Qualifying Facility Status for Small Power Production Facility, Victory Garden 
Phase IV Partnership, Docket No. QF90-43-003 (filed August 3, 2000); Notice of Self- 
Recertification of Qualifying Facility Status for Small Power Production Facility, Cabazon 

(continued...) 
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Enron based its self-recertification on FERC regulations issued pursuant to PURPA that 
provide an exception to the utility ownership limitations for QFs for utility holding companies 
that are exempt “by rule or order” pursuant to section 3(a)(3) or 3(a)(5) of PUHCA. 33 FERC’s 
practice, moreover, is to treat a company's “good faith” application to the SEC for an exemption 
under these sections of PUHCA - unless and until it is denied by the SEC - to be sufficient to 
qualify for this PURPA exception. 34 As Enron had recently filed such an exemption application 
with the SEC, 35 the company asserted that it should be deemed exempt for purposes of the utility 
ownership limitations. 36 In addition, Enron noted that it was in the process of selling PGE, its 
sole electric utility subsidiary; once the sale was complete, Enron explained, it would no longer 
be a utility holding company and so no longer subject to the QF ownership restrictions. 37 


32 (... continued) 

Power Partners LLC , Docket No. QF95-186-004 (filed January 24, 2001); Notice of Self- 
Recertification of Qualifying Facility Status for Small Power Production Facility, Victory Garden 
Power Partners I LLC , Docket No. QF99-92-001 (filed January 24, 2001). 

33 18 C.F.R. § 292.206(c)(1). These PUHCA sections provide that the SEC may exempt 
from the requirements of PUHCA a company that is only “incidentally” a public utility holding 
company and is primarily engaged in other businesses (15 U.S.C. § 79c(a)(3)) or a company that 
“derives no material part of its income” from companies the principal business of which is that of 
a public utility company (15 U.S.C. § 79c(a)(5)). 

34 See Doswell Limited Partnership and Diamon Energy, Inc., 56 F.E.R.C. 61,170 
(1997). FERC based this policy on an analogous provision in PUHCA, which provides that the 
filing of an application in good faith shall exempt the applicant from any obligation imposed 
under PUHCA. See 15 U.S.C. § 79c(c). 

35 Enron Corp. Form U-l, Application under the Public Utility Company Holding Act, 
SEC File No. 70-9661 (April 14, 2000). 

36 Notice of Self-Recertification of Qualifying Facility Status for Small Power Production 
Facility, Zond Windsystems Holding Co., Docket No. QF87-365-004 (filed August 3, 2000); 
Notice of Self-Recertification of Qualifying Facility Status for Small Power Production Facility, 
Sky River Partnership, Docket No. QF91-59-004 (filed August 3, 2000); Notice of Self- 
Recertification of Qualifying Facility Status for Small Power Production Facility, Victory Garden 
Phase IV Partnership, Docket No. QF90-43-003 (filed August 3, 2000); Notice of Self- 
Recertification of Qualifying Facility Status for Small Power Production Facility, Cabazon 
Power Partners LLC, Docket No. QF95-186-004 (filed January 24, 2001); Notice of Self- 
Recertification of Qualifying Facility Status for Small Power Production Facility, Victory Garden 
Power Partners I LLC, Docket No. QF99-92-001 (filed January 24, 2001). 
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Because Enron proceeded by self-recertifications in these cases and the recertifications 
were not initially subjected to challenge by an affected utility company, the self-recertifications 
were, per FERC staff s standard practice, left unreviewed. 38 

FERC’s failure to review the self-recertifications was compounded by the SEC’s inaction 
on Enron’s application for the PUHCA exemption. At the time it filed the application with the 
SEC, Enron was already exempt from PUHCA on other grounds. From an SEC standpoint, 
therefore, the further exemption request was unnecessary. Nonetheless, Enron made clear in its 
application to the SEC that its purpose in applying for the additional PUHCA exemption was 
solely to get out from under FERC’s QF ownership rules. Enron, moreover, strongly suggested 
that it had no interest in the SEC’s ruling on the exemption application before the sale of PGE 
was either completed or abandoned. 39 

The SEC to date has not ruled on Enron’s application for the PUHCA exemption, 
although it recently announced it would hold a hearing on the matter. 40 Since the application was 
initially filed, Enron’s intended sale of PGE was abandoned and a subsequent proposed sale to 
another buyer also fell through; thus, Enron still owns PGE. Coupled with FERC’s lack of 
review of the self-certifications, the net result of all this is that Enron’s mere application to the 
SEC has allowed it to continue to avoid FERC’s QF utility ownership restrictions. 

Throughout the two-and-half years that Enron’s exemption application has been pending 
with the SEC, furthermore, neither FERC nor the SEC has questioned whether that application 
was, or continues to be, in “good faith,” as FERC requires for it to serve as a basis for exemption 


38 In a meeting with Committee staff, one FERC staff member observed that, with respect 
to self-certifications, the Commission does nothing other than to “put a number on a piece of 
paper.” 


39 See Enron Corp. Form U-l, Application under the Public Utility Company Holding 
Act, SEC File No. 70-9661 (April 14, 2000); Letter from Joanne C. Rutkowski, LeBoeuf, Lamb, 
Greene & MacRae to Catherine A. Fisher, Assistant Director, Office of Public Utility Regulation, 
Division of Investment Management, Securities and Exchange Commission, dated April 13, 
2000. In a 2001 presentation to SEC staff, Enron asserted that “the SEC and Enron agreed to 
delay pursuing a formal order on the Application pending the PGE sale.” Enron Corp., 
“Alternative PUHCA Exemption for QF Relief - SEC Staff Presentation,” July 27, 2001. In an 
interview with Committee staff, SEC staff denied that there was such an agreement, but stated 
that it was nonetheless their priority to complete the regulatory review of the PGE sale before 
turning their attention to Enron's exemption application. 

40 See Applications of Enron Corp. for Exemptions Under the Public Utility Holding 
Company Act of 1935, SEC Administrative Proceeding File No. 3-10909 (Order Scheduling 
Hearing, October 7, 2002). This announcement was made coincident with the release of the 
Committee staffs report on the SEC’s oversight of Enron. 
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from ordinary QF ownership requirements. Indeed, each suggests this is the responsibility of the 
other. 41 According to their own accounts, at no point did either agency contact the other to 
discuss the pending application. 

Finally, outside prodding has done little to mitigate FERC’s disregard for ensuring that its 
PURPA requirements are met. In March and April 2002, Southern California Edison (SoCalEd) 
filed motions with the SEC and FERC, respectively, seeking to intervene in the agencies’ 
respective proceedings in these matters, 42 SoCalEd argued that Enron’s substantially changed 
circumstances following its collapse rendered its application to the SEC for the PUHCA 
exemption no longer in “good faith” (if it ever had been) and that, as a result, the validity of the 
QF status of the relevant wind farms had been brought into question. Until the SEC recently 
announced it was scheduling a hearing in this matter, neither agency had acted on SoCalEd’ s 
motions. In fact, not only did FERC not act on this application, FERC responded to SoCalEd by 
letter informing the company that there was no pending proceeding in which to intervene, but 
that if SoCalEd wished to have its motion treated as a “petition for declaratory order” and so 
considered by the Commission, the company would need to submit a $16,000 filing fee. 45 Only 
after the Committee announced the instant hearing did FERC initiate an investigation into the 
appropriate status of three of the wind farms. 44 

In sum, the failure of either agency to act vigilantly in these matters - with respect to the 


41 In conversations with Committee staff, SEC staff asserted that the decision to rely on a 
good faith application was FERC’s and suggested that it was up to FERC to determine if the 
application met that agency’s standards for good faith. FERC staff, for its part, argued that the 
application was made to the SEC and that an attempt by FERC to determine whether such an 
application was in good faith before the SEC had a chance to rule on it would be preemptively 
second guessing its sister agency’s decision. 

42 Motion to Intervene and Opposition of Southern California Edison Company, Enron 
Corp., SEC File No. 70-09661 (filed March 26, 2002); Motion to Intervene of Southern 
California Edison Company, In re Victory Garden Power Partners I, LLC (FERC Docket No. 
QF99-92), ZWHC LLC (FERC Docket No. QF87-365), Victory Garden Phase IV Partnership 
(FERC Docket No. QF90-43), Sky River Partnership (FERC Docket No. QF91-59), and 
Cabazon Power Partners LLC (Docket No. QF95-186) (filed April 3, 2002). 

43 Letter from Magalie R. Salas, Secretary, Federal Energy Regulatory Commission, to 
James B. Woodruff, Esq., Senior Attorney, Southern California Edison Company, dated May 28, 
2002. 


44 Investigation of Certain Enron-Afpliated QFs, FERC Docket No. EL03-17-000 (Order 
Initiating Investigation and Hearing, issued October 24, 2002). FERC’s investigation appears 
only to encompass the RADR wind farms and not the at least two other QFs in which Enron 
reacquired a majority interest. 
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wind farms self-recertifications or the related PUHCA exemption application - left a regulatory 
“black hole” that Enron has been able to exploit It has enabled Enron to retain QF status for 
projects which may not be eligible for it - and in so doing, permitted Enron to collect higher rates 
than it may be legitimately entitled to. 15 

3. Cabazon Transaction 

In addition to the three RADR sales, Enron sought to transfer its ownership interest in 
another wind farm project, Cabazon, apparently also in order to retain that project’s QF 
eligibility. In contrast to the RADR wind farms, in the case of Cabazon, Enron did not file a 
formal application for certification of QF status. Instead, on November 30, 1998, Enron (through 
a subsidiary) submitted a self-recertification to FERC, asserting that it had transferred a 50% 
ownership interest in the facility to The Nature Conservancy (TNC), a non-profit organization, 
thereby complying with the utility ownership limitations. 46 Approximately six weeks later, 

Enron implicitly represented that it had reacquired this interest. In a self-recertification filed on 
January 8, 1999, Enron claimed to now own 40% of the project and that the remaining 60% 
interest was now owned by another outside party. 47 Just the previous day, Enron had represented 
in yet another self-recertification for the same project that it and TNC each had a 50% ownership 
interest. 48 


45 SoCalEd estimates that from July 1997 to April 2002, the wind farms at issue have 
been able to collect as much as $176 million more than if they had not had QF status. E-mail 
from Susan Kappelman, Southern California Edison Co. to David Berick, Professional Staff, 
Senate Committee on Governmental Affairs, dated September 6, 2002. Committee staff has not 
attempted to independently confirm this number nor have we been able to quantify other 
financial benefits, such as tax credits and depreciation, that Enron may have received from its 
ownership interests in these projects. 

46 Notice of Self-Recertification of Qualifying Facility Status for Small Power Production 
Facility, Zond Cabazon Development Corporation, FERC Docket No. QF95- 186-001 (filed 
November 30, 199.8). It is not clear why Enron waited until a year after Enron acquired PGE and 
thus became a utility holding company to make such a certification of ownership. 

47 Notice of Self-Recertification of Qualifying Facility Status for Small Power Production 
Facility, Zond Cabazon Development Corporation, FERC Docket No. QF95-186-003 (filed 
January 8, 1999). 

48 Notice of Self-Recertification of Qualifying Facility Status for Small Power Production 
Facility, Zond Cabazon Development Corporation, FERC Docket No. QF95-186-002 (filed 
January 7, 1999). 
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According to TNC, however, it never acquired an ownership interest in Cabazon. 45 On 
November 18, 1998, Enron did assign TNC the rights to receive 50% of the net profits from the 
Cabazon project. 50 There is no indication, however, that Enron transferred any ownership 
interest in, or any right of control over, the facility to TNC, 51 and according to TNC 
representatives, TNC did not understand this assignment to be the transfer of an ownership stake 
in Cabazon. Under FERC interpretation, the right to 50% of the stream of benefits from a 
facility, without more, is insufficient to establish ownership for QF eligibility purposes. 52 
Effective January 8, 1999, Enron terminated the assignment agreement. 53 

The fact that Enron’s filings indicated that it was engaging in a series of ownership 
changes with respect to the Cabazon QF, including an apparent year-end, short-term assignment 
of ownership rights to a tax-exempt organization, should clearly have raised concerns with 
FERC, had FERC staff so much as examined the self-recertifications. Consistent with its policy 
and practice, FERC, however, did not examine the self-recertifications, nor did it provide public 
notice that the recertifications had even been filed. Consequently, it did not ask Enron for the 
supporting details of the ownership arrangement (only an assertion of the ownership allocation 
was made in the filings, with none of the underlying details reported or relevant documents 
provided), nor did it contact TNC about the recertification. The result was that FERC missed 
another opportunity to identify possible wrongdoing by Enron and to ensure that only legitimate 
QFs were receiving the benefits of that designation. 


49 E-mail from Karen Berky, Director, Government Relations, The Nature Conservancy, 
to David Berick, Professional Staff, Senate Committee on Governmental Affairs, dated 
September 30, 2002. 

50 Assignment Agreement between Zond Cabazon Development Corporation and The 
Nature Conservancy, dated November 18, 1998 (Enron document nos. EVE 1788500.0002 - 
1788500.00006). 

51 Indeed, the Assignment Agreement specifically provides that “[notwithstanding any 
other provision of this Assignment, Assignee [TNC] is not a partner, joint venturer, alter ego, 
manager, controlling person or other business associate or co-participant of any kind or nature 
whatsoever of Assignor [Zond Cabazon Development Corp., an Enron subsidiary] and Assignee 
does not intend to assume such status.’’ Id. at 5. 

52 See Coso Energy Developers et al., 85 F.E.R.C. 61,355 (Order Denying Applications 
for Recertification as Qualifying Facilities, December 16, 1998) 

53 Letter from John A. Lamb, Cabazon Power Partners LLC to Laurel Mayer, Esq., The 
Nature Conservancy, dated January 11, 1999, (Enron document no. EVE 1788500.0001). 
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B. Enron Online 

In October 1999, Enron launched an internet-based electronic trading platform, Enron 
Online, to trade natural gas and electric power and, later, other commodities. Online energy 
trading quickly became a significant portion of the energy trading market: in 2001, it was 
estimated to account for approximately 38% of natural gas and 17% of electric power marketed 
in the U.S.; at the time, these figures were projected to grow to 72% for natural gas and 45% for 
electric power by 2005. 54 Until Enron’s bankruptcy, Enron Online was widely acknowledged to 
be the leading platform for such trading. 

Despite these developments in online trading, FERC appears initially to have been largely 
indifferent to their significance. It was not until May 2001 that FERC's General Counsel initiated 
a staff-level inquiry into the status of electronic trading in the electric power and natural gas 
markets, in general, and the role played by Enron Online, in particular. FERC staff were asked to 
evaluate Enron Online’s dominant position in electronic trading in the energy industries and to 
determine its impact on natural gas and electric markets. A report discussing these matters was 
completed on August 16, 2001. 35 

The report found that, unlike some online trading platforms which operate as third-party, 
"many-to-many" exchanges matching willing buyers and sellers, Enron Online operated as a 
proprietary extension of Enron's trading units, including entities regulated by FERC. In other 
words, in this so-called “one-to-many” exchange, an Enron trader was a party, either as a buyer 
or seller, to every trade on Enron Online. Therefore, only Enron would know valuable 
information about the actual volumes and prices transacted on its trading platform - and, of 
course, how the prices charged in any particular transaction were set or how they compared to 
those charged in other, similar transactions. 

The report also observed that Enron Online simply served as a trading platform for other 


54 Memorandum from Marvin Rosenberg and Perry L. Brown, Economists, Office of 
Markets, Tariffs and Rates; Kim G. Bruno, Attorney, Office of General Counsel; and Mary C. 
Lauerman, Auditor, Office of the Executive Director to Kevin P. Madden, General Counsel; 
Daniel L. Larcamp, Director, Office of Markets, Tariffs and Rates; Donald J. Gelinas, Associate 
Director, Office of Markets, Tariffs and Rates; and John M. Delaware, Deputy Director, Office of 
the Executive Director, Re: Inquiry into EnronOnline, August 16, 2001 (hereinafter “Enron 
Online Report”) at 9 (citing Forrester Research, Inc., “Net Energy Hits Hypergrowth” April 
2001 ). 


55 Enron Online Report, note 54, above. On May 14, 2002, Chairman Lieberman wrote 
to FERC Chairman Pat Wood to express concern about a number of issues raised by this FERC 
staff report. Chairman Wood responded with a letter to Chairman Lieberman on May 28, 2002. 
The instant memo reviews the problems identified in Chairman Lieberman’s May 14 letter, 
supplemented by additional information that has since become available. 
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Enron subsidiaries, shouldering no financial risk on its own. In other words, the financial risk of 
all the trades conducted through Enron Online remained with these other subsidiaries. This 
meant the solvency of Enron as a whole was important to the viability of Enron Online and to 
Enron’s trading activity. 

With that observation in mind, the report asked whether financial problems at Enron 
would threaten the energy markets. The report answered the question in two ways. First, it 
concluded that Enron did not have sufficient market share to disrupt the energy market if it 
failed. According to the report, Enron accounted for 16 percent of gas trading and 13 percent of 
electric power trading in North America, with the majority of Enron’s trading transacted through 
Enron Online. In the report’s view, the energy market could continue functioning smoothly 
absent Enron’s market share. Second, the report concluded that, in any event, the chance of 
Enron failing financially was remote. The report provided little support for this conclusion. 

Finally, the report found that Enron Online gave a competitive advantage to Enron’s own 
trading units by reducing their transaction costs, giving them wider access to the market, and 
providing them better market intelligence, but concluded that there was no reason for concern. 

In short, though the report identified a number of areas that ought to have troubled FERC 
as the federal government’s lead energy regulator, it found no reason for concern and no cause 
for action. This was a critical mistake. 

First, though FERC staff identified the potential risk inherent in (a) a trading model that 
exposed the corporation to very large financial risks, and (b) the company’s dependence on its 
corporate credit worthiness to maintain its trading capability and to fulfill its trading 
commitments, FERC staff failed to take the logical next step to thoroughly understand the 
significance of this finding. Instead, they conducted only a cursory analysis of Enron’s financial 
standing, concluding that Enron was unlikely to fail as a result of overextending credit to its 
trading customers. This was obviously a mistake; although the scenario imagined in the report 
did not come to pass, in fact Enron was financially unstable, and within a few months, had 
collapsed completely. 

Second, the analysis that led to the conclusion that Enron’s market share was insufficient 
to negatively impact the market in the event of the company’s failure was far too cursory. The 
report based its conclusion upon limited industry-supplied data that looked only at the national 
picture. FERC should have based its conclusion on more thorough data from regional markets, 
where market concentration would likely have been of greater concern. Moreover, although 
Enron’s failure did not result in major short-term disruptions of energy markets, FERC failed to 
foresee the broader market effect of Enron’s collapse. In Enron ’s wake, the entire energy trading 
sector has suffered significant financial distress. As Standard & Poor's (S&P) observed in a 
recent evaluation of the U.S. utility industry, “[t]he general weakening of credit quality in the 
U.S. power industry began well before the California and Enron Corp. debacles of 2001, but it 
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has certainly been exacerbated by them.” 56 In the first six months of 2002, S&P reported “an 
unprecedented 78 downgrades among holding companies and operating subsidiaries.” 57 

Third, while FERC staff concluded that the Commission need not worry about the 
competitive advantage that Enron Online provided to Enron traders, there is now evidence that 
Enron in fact likely exploited this advantage to manipulate prices, particularly in California and 
the Western markets. Much of this evidence is set out in FERC’s own post-mortem investigation 
of energy company activities during the Western energy crisis of 2000-2001, an “initial report” 
issued in August 2002. 58 One of the key advantages apparently misused by Enron was one 
identified in the 2001 Enron Online report - the enhanced “market intelligence” available to it 
through Enron Online, that is, the ability to see the details of the individual trades going on 
behind the scenes, while competitors were limited to the summary results posted online. For 
example, FERC staff’s 2002 report on the Western energy markets describes one case where 
Enron and an unidentified counterparty made 174 trades with each other on Enron Online in a 
single day for natural gas being delivered into the California market at the height of the energy 
crisis. 59 Other users of Enron Online, however, could only see the bid and ask prices for these 
transactions; they could not see that the same parties were involved in all of these trades. The net 
effect of these trades - which, the EERC staff report notes, took place at higher prices than trades 
with other parties - was to increase the price throughout the day. Though FERC staff stopped 
short of affirmatively concluding that Enron was attempting to use Enron Online to manipulate 
market data, it found in its 2002 report that the level of trading activity was “difficult to 
rationalize as normal or standard business practice.”® In short, the 2001 staff inquiry concluded 
that there was no reason for concern about Enron Online’s competitive advantage; the 2002 
initial investigation report reaches the opposite conclusion. 

The effect of any such price manipulation was magnified, furthermore, by another 
characteristic of Enron Online (also identified by FERC staff in its 2001 Enron Online report) - 
its use as a significant, but unverifiable, source of price discovery for other market participants. 


56 S&P, “Credit Quality for U.S. Utilities Continues Negative Trend in Second Quarter,” 
July 12, 2002. 


58 Staff of the Federal Energy Regulatory Commission, “Initial Report on Company- 
Specific Separate Proceedings and Generic Reevaluations; Published Natural Gas Price Data; and 
Enron Trading Strategies. Fact-Finding Investigation of Potential Manipulation of Electric and 
Natural Gas Prices,” Docket No. PA02-2-000, August 2002 (hereinafter, “Initial Report on the 
Western Energy Markets”) 

59 Id. at 53. 

60 Id. at 54. 
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That is to say, energy traders throughout the industry routinely relied on Enron Online to find out 
current market prices. Indeed, FERC staff, in its 2002 report on the Western energy markets, 
found that Enron Online had “played [] a significant, even a dominant, source of price discovery 
for natural gas products” in the California market. 6 ' Moreover, Enron Online’s reported prices 
were a significant component of industry price indices published by third parties.® Thus, the 
effect of any price manipulation by Enron through Enron Online would be compounded as the 
inflated prices infected these supposedly independent reports as well. Enron Online’s lack of 
price transparency and the potential therefore for price manipulation were noted in the 2001 
Enron Online report; indeed, FERC staff recommended that, if requested, the Commission 
should not approve a price index based on Enron Online transactions unless more detailed 
transaction information was made publicly available. 63 Despite highlighting these issues, 
however, FERC took no further action to investigate whether Enron was manipulating prices or 
otherwise abusing the advantages with which Enron Online provided it. 64 

Fourth, FERC staff failed to follow up on many of the issues raised by the report. 
Particularly troubling, given the concerns identified in the report related to Enron's financial risk, 
it appeal's that them was never any formal process established within FERC for monitoring the 
financial status of Enron - North America's largest energy trader - not even following the 
unexpected resignation of Enron CEO Jeffery Skilling on August 14, 200 1 . This was a key red 
flag that occurred just days before the final report was transmitted to FERC managers and, along 
with news reports about some of Enron’s questionable financial practices, helped persuade staff 


61 Id. at 51. 

62 FERC staffs Initial Report on the Western Energy Markets notes that in response to 
agency staff requests to National Gas Intelligence (NGI), NG1 reported that a number of its 
sources relied on Enron Online as their primary price discovery mechanism, even by traders who 
did not transact on Enron Online. See id. at 52. 

63 Enron Online Report at 15-16. 

64 The apparent distortion of published price indices by data from Enron does not appear 
to be an isolated problem. In the past month, three other energy trading companies - Dynegy, 
American Electric Power, and Williams Cos. - have publicly disclosed that their traders provided 
inaccurate information to energy industry publications that compile and publish price indices. 

See Chip Cummins, “Williams Traders Gave False Data,” Wall Street Journal, October 28, 

2002; “AEP Dismisses Five for Providing Inaccurate Market Data for Indexes,” AEP Press 
Release, October 9, 2002; “Dynegy Dismisses Six Employees, Will Discipline Seven Others for 
Violations of Company Policies,” Dynegy Press Release, October 18, 2002; “Williams Discloses 
Natural Gas Trade Reporting Inaccuracies,” Williams Cos. Press Release, October 25, 2002. 
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at the SEC to begin that agency's investigation into Enron's financial condition,® Even once the 
full magnitude of Enron's financial problems began to take shape in mid-October following 
Enron's restatement of earnings and public confirmation of the SEC's investigation of the 
company, there appe,ars to have been no formal effort within EERC to monitor the financial 
condition of the company or assess possible market impacts. FERC even failed to follow the 
recommendation made in the staffs August 16, 2001 report that the team that prepared it 
continue to monitor effectively developments at Enron Online and other electronic trading 
platforms. There was no effort made at the agency to ensure that this recommendation was 
heeded. 

The significance of FERC’s failures to pay more attention to Enron’s financial condition 
is underscored by the agency’s reaction, late last year, to news of Enron’s collapse. When 
Enron's demise became evident in November 2001 . FERC officials were apparently troubled 
enough about the potential impacts of the collapse on the energy market - the very concern 
dismissed in their August report - to raise these matters with representatives of the Federal 
Reserve, the White House National Economic Council, and Enron itself. 66 

Another very troubling facet of the August 2001 report is that it was not distributed to any 
of FERC’s commissioners prior to, or during, Enron's collapse to inform their decision-making, 
and it is unclear at what point any of the information contained in the report may have been 
provided to the Commission. Thus, a report that might have served as a warning wound up being 
little more than a footnote in the story of Enron's collapse. Moreover, at the same time the report 
was being prepared, the Commission was debating the appropriate methodology to calculate 
refunds to consumers in California and the Western markets. The methodology adopted relies, in 
part, on the energy prices reported in certain public indices. 67 Had the Commission been given 


65 Report of the Staff of the Senate Committee on Governmental Affairs on “Financial 
Oversight of Enron: The SEC and Private-Sector Watchdogs,” S. Pit. 107-75 (October 7, 2002) 
at 28, 


66 See Letter from Pat Wood, IH, Chairman, FERC to the Honorable Joseph I. Lieberman, 
Chairman, Committee on Governmental Affairs, dated April 12, 2002 (listing telephone 
conversations between Rob Gramlich from the Office of the Chairman of EERC to the White 
House National Economic Council and the Federal Reserve Board of San Francisco); Letter from 
Pat Wood, m. Chairman, FERC to the Honorable Joseph L Lieberman, Chairman, Committee on 
Governmental Affairs, dated March 4, 2002, (response to question 3{a), at 188) (noting that there 
were multiple communications between FERC and Enron, including a communication between 
William Scott Miller of FERC’s Office of Markets, Tarriffs and Rates and Rick Shapiro of the 
Enron Corp.). 

67 San Diego Gas & Electric Co. v. Sellers of Energy and Ancillary Service, 96 F.E.R.C. 
61,120, 61,518 (Order Establishing Evidentiary Hearing Procedures, Granting Rehearing in Part, 

(continued...) 
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the information uncovered by staff, it could have learned the important fact that the prices 
reported in such indices were potentially unreliable and subject to manipulation, 68 

Finally, in examining new online markets such as Enron Online, FERC initially did not 
even bother to address a critical but unresolved question - whether the Commission had 
jurisdiction over such online trading platforms - even though it was generally understood by 
FERC staff that electronic platforms such as Enron Online were expected to become the 
dominant way in which both electricity and natural gas were traded. At the time of the Enron 
Online inquiry, an accompanying legal memorandum analyzing FERC's jurisdiction over online 
trading, including Enron Online, was to have been prepared. The memorandum, however, was 
not completed until July 2002; in fact, nothing was done about finishing it until Chairman 
Lieberman raised questions about it in his May 15, 2002 letter to Chairman Wood. Ultimately, 
FERC staff concluded that the Commission likely had jurisdiction over one-to-many type trading 
platforms for physical electric energy. 69 Without completing its jurisdictional analysis, however, 
FERC was poorly positioned to take any action with respect to abusive practices by Enron 
Online. 


67 (... continued) 

and Denying Rehearing in Part, issued July 25, 2001) (adopting the recommendation to “use 
daily spot gas prices” based on the average of spot prices as reported by Gas Daily, NGI’s Daily 
Gas Price index and Inside FERC's Gas Market Report, in calculating refunds). 

68 This was not the only instance where the Commissioners may not have been given 
information relevant to the refund proceeding. In July 2001, FERC’s Chief Accountant prepared 
a memorandum describing the findings of a staff audit to determine whether the books and 
records of power companies selling power in California inappropriately reflected the cost of 
generating electric power. The memo noted that “our initial work disclosed various preliminary 
observations about the costs of generating electricity that may be useful to Commission staff 
involved in the refund negotiations for overcharges by numerous sellers of energy into the State 
of California.” Memorandum from John M. Delaware, Deputy Executive Director and Chief 
Accountant to Walter C. Ferguson, Chief of Staff, Daniel L. Larcamp, Director, Office of 
Markets, Tariffs and Rates, and Kevin P. Madden, General Counsel on “Audit of the Component 
Costs of Generating Electric Power,” undated, at 1 (FERC staff informed Committee staff that 
the memo was prepared on July 20, 2001). The memo was addressed to the Chief of Staff, 
FERC’s General Counsel, and the Director of the Office of Markets, Tariffs and Rates, but was 
apparently neither formally submitted to the Commission nor relied upon by the Commission in 
its initial determination on a refund methodology. 

69 Memorandum from Dennis Lane, Solicitor, Larry Gasteiger, Beth Pacella, and Laura 
Vallance, through Cynthia Marlette, General Counsel, to the Commission, re: The Commission’s 
Legal Authority to Regulate “One-To-Many” Internet-Based Trading of Energy Products, July 
24, 2002. 
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Completion of this analysis would also have been useful in clarifying the jurisdictional 
boundaries between FERC and the Commodity Futures Trading Commission (CFTC) regarding 
energy trading activities and products, including online trading, and to better define the two 
agencies' respective market monitoring responsibilities in these developing markets. CFTC does 
not have general regulatory authority over a one-to-many trading platform such as Enron 
Online, 70 but it does have authority to take action against certain fraudulent or manipulative 
trading practices. 71 Thus, both FERC and CFTC have at least some regulatory responsibility for 
online energy trading. Yet, until after Enron filed for bankruptcy, there were no meaningful 
discussions between the two agencies to identify and coordinate their respective roles in 
overseeing these sorts of trading platforms, apart from some FERC staff visits to CFTC to 
educate themselves about the regulation of commodity markets in general. 

The jurisdictional analysis was also important to clarify FERC’s authority in the face of 
Enron’s apparent determination to avoid regulation of Enron Online and exploit the regulatory 
gap between FERC and CFTC. The company asserted to EERC that its online trading 
operations were already subject to ‘'federal oversight” by FERC and CFTC, and an internal 
memo titled “Talking Points addressing Common Misperceptions” suggested the talking point 
“There is no regulatory gap.” 72 In fact, however, Enron acknowledged only very limited 
jurisdiction by either agency over its online trading. A November 2001 internal Enron 
Government Affairs Department document lists as a current activity “Preserve EnronOnline’s 
unregulated status,” 73 and a July 2001 internal Enron memo - written contemporaneously with 
FERC’s investigation into Enron Online - speaks of Enron’s “strategy to defend regulatory 
structuring surrounding EOL [Enron Online] and EOL products.” 74 Thus, an earlier assertion of 
jurisdiction may have made clear to Enron that its electronic trading was in fact subject to FERC 
oversight. 

Enron Online and other electronic trading platforms are precisely the sort of emerging 
market institutions that one would expect FERC to anticipate, understand, monitor and address as 
it moved to deregulate energy markets. Even though FERC eventually initiated an inquiry 
examining such trading platforms - suggesting some level of concern within the agency about 


70 7 U.S.C, § 2(h)(1). 

71 7 U.S.C, §§ 2(h)(2)(B) and 2(h)(2)(C). 

72 Enron Corp., “Electronic Platforms and Energy Trading, Talking Points addressing 
Common Misperceptions, "undated (Enron document nos. EC 000124057-124065), at 3. 

73 Enron Corp., “Enron Government Affairs,” November 2001 (Enron document nos. EC 
000124004-000124010), at 3. 

74 Enron Corp., “Update on Federal Government Affairs Energy Crisis Campaign,” July 
27, 2001 (Enron document no. ECp000060512). 
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their growing influence - and found that, in fact, the use of online trading platforms and their 
trading volume were expected to grow dramatically, the agency failed to give these mechanisms 
the scrutiny they deserve. It is particularly troubling that FERC identified so many red flags - 
about the financial risks inherent in a one-to-many trading model, about the potential for price 
manipulation in such a system - and yet, underestimating or misunderstanding their significance, 
did not take action on any of them. And it is indicative of FERC’s failure to live up to its 
responsibilities that it did not even finish its legal analysis of the scope of its jurisdiction over 
these new fast-growing electronic markets until prodded by Chairman Lieberman. Had FERC 
followed up on its observations, continued to closely monitor Enron and asserted its authority 
over Enron Online, it might have stopped some of Enron’s abusive practices, lessened the harm 
to energy consumers, and prevented the substantial effects on the energy sector as a whole. 

C. Affiliate Transactions 

.Whenever a company conducts transactions among its own affiliates there are inherent 
issues about the fairness and motivations of such transactions. 75 Indeed, concerns about self- 
serving affiliate transactions were part of what led to the original passage of PUHCA and the 
FPA in the 1930's. 7lS Among Enron’s dubious practices, the company on various occasions 
appears to have improperly used transactions with its affiliates to further its own financial ends. 
FERC, however, either had no rules or inadequate rules to address these practices, or, where it 
had put rules into place, no effective means of monitoring whether companies such as Enron 
were complying with them. 

There are a number of ways in which FERC-administered rules and policies attempt to 
discourage improper interaffiliate transactions. Most basic, there is the requirement that entities 
within FERC’s jurisdiction may charge only “just and reasonable rates.” Were a company whose 
rates are set in whole or part by FERC - like Enron’s natural gas pipeline subsidiaries - to 
imprudently enter into an unfavorable transaction with an affiliate, the company would not, in 
principle, be able to collect the additional costs associated with that transaction, because rates 
based on such costs would not be reasonable. 77 In addition, FERC, pursuant to statute, has 
issued rules for “Uniform Systems of Accounts” for electric utilities, natural gas companies and 


15 One concern is that where one affiliate in a transaction has captive customers, a one- 
sided deal between affiliates can saddle those customers with additional financial burdens. 
Another concern is that one affiliate will treat another with favoritism at the expense of other 
companies or in ways detrimental to the market as a whole. 

76 See, e.g., 15 U.S.C. § 79a(b)(2) (setting forth the legislative basis for PUHCA, 
including that investors and consumers may be adversely affected “when subsidiary public-utility 
companies are subjected to excessive charges for sendees, construction work, equipment, and 
materials, or enter into transactions in which evils result from an absence of arm's-length 
bargaining or front restraint of free and independent competition”). 

77 See Violet v. FERC, 800 F.2d 280, 282 (l sl Cir. 1986). 
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oil pipelines that require these companies to maintain detailed accounting records, including 
information concerning loans and other transfers between jurisdictional entities and their 
affiliates. 78 Such records are subject to FERC inspection and review, presumably a deterrent to 
improper interaffiliate financial transactions. 79 Most specifically directed at the potential 
problems of interaffiliate transactions are FERC’s “standards of conduct” that apply to 
companies engaged in interstate electricity or natural gas transmission. The standards of conduct 
are designed to prevent electric utility companies or gas pipelines, which often exercise 
monopoly or near-monopoly control over transmission in a given geographic area, from offering 
to sell and transmit electricity and natural gas to or for their affiliates except to the same extent 
and under the same terms that the deals are offered to others. Among other things, the standards 
of conduct require generally that employees involved in the transmission of electricity or natural 
gas must function independently of those engaged in the wholesale trading of these 
commodities. 80 

All in all, however, such measures are relatively modest and apparently proved 
completely inadequate to deter Enron, as the company now appears to have engaged in a number 
of inappropriate interaffiliate transactions. Perhaps most notable of these interaffiliate 
transactions are loans that two of Enron’ s natural gas pipeline subsidiaries obtained for their 
parent company last November. Specifically, on November 1, 2001, as Enron struggled to avoid 
bankruptcy, the company announced that JP Morgan Chase & Co. and Citigroup Inc. had 


78 18 C.F.R. Parts 101 (electric utilities), 201 (natural gas companies), and 352 (oil 
pipelines). The relevant statutes require these companies to keep financial accounts, records and 
memoranda such as may be prescribed by the Commission as necessary or appropriate. 16 
U.S.C. § 825(a) (Federal Power Act): 15 U.S.C. 717(g) (Natural Gas Act); 49 App. U.S.C. 20 
(Interstate Commerce Act). 

79 16 U.S.C. § 825(a); 15 U.S.C. 717(g); 49 App. U.S.C. 20. 

80 18 C.F.R. Part 37 (standards of conduct for electric utilities); 18 C.F.R. Part 161 
(standards of conduct for natural gas companies). The Commission has recently proposed a 
single, new set of standards of conduct that would apply to both natural gas pipelines and electric 
utilities and would broaden the affiliate relationships covered by the standards. Standards of 
Conduct for Transmission Providers, 66 Fed. Reg. 50919 (Notice of Proposed Rulemaking, 
October 5, 2001). Though not a codified requirement, individual companies typically also have 
“codes of conduct” that govern the relationship between the company’s power marketing arm and 
its traditional public utility affiliates. See, e.g.. Heartland Energy SerAces, Inc., 68 F.E.R.C. 
61,223, 62,064-65 (1994) (describing the actions the company, as a condition of it being granted 
the authority to charge market-based rates, has agreed to take in order to prevent “affiliate 
abuse”). 
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committed to loan it a total of $1 billion. 81 The loans were actually made to two of Enron’s 
FERC-regulated, interstate pipeline subsidiaries - Northern Natural Gas Company ($450 million) 
and Transwestem Pipeline Company ($550 million) - and were secured by the assets of those 
pipeline companies. The vast majority of these loan proceeds were subsequently transferred to 
Enron in the form of unsecured loans from the pipelines to their parent company. 82 After Enron 
declared bankruptcy a few weeks later, it made no payments on these loans, and the pipeline 
companies (which did not file for bankruptcy) were left to pay off the entire amount of the 
obligations to the banks - a matter of concern because ordinarily such costs would be passed on 
to shippers who use the pipelines, and ultimately to retail natural gas customers. 

In March 2002, FERC began a nonpublic investigation relating, in pail, to these 
transactions and related financial practices, 83 and on August 1, 2002, issued an Order to Respond 
to Northern Natural and Transwestem, directing those companies to “state why they have not 
violated the Commission’s Uniform System of Accounts for natural gas companies, and why the 
costs and indebtedness associated with [the November loans] were not imprudently incurred and 
therefore unrecoverable by the pipelines in any future rate proceedings before [EERC].” 84 One of 
the pipeline companies. Northern Natural (which is no longer owned by Enron), has entered into 
a consent agreement with FERC and agreed not to include the costs associated with the 


81 “Enron Secures Commitments for Additional $1 Billion in Financing,” Enron Corp. 
Press Release, November 1, 2001. The loans were made through the banks’ investment banking 
arms, JPMorgan and Salomon Smith Barney Inc., respectively. A portion of the loan made by 
Citigroup was used by Enron to pay off an earlier, unsecured loan from Citigroup, with the 
apparent result that Citigroup was able to replace its unsecured debt with secured debt shortly 
before Enron’s bankruptcy. See In re Investigation of Certain Financial Data, FERC Docket No. 
IN02-6-000 (Order to Respond, issued August 1, 2002) at 3. 

82 Transwestem and Northern Natural provided the loans to Enron in exchange for 
promissory notes that stated they were subordinated to prior payment of all senior indebtedness 
upon the dissolution, liquidation, or reorganization of Enron. See In re Investigation of Certain 
Financial Data, FERC Docket No. IN02-6-000 (Order to Respond, issued August 1, 2002). The 
loans transactions with Transwestem was entered into November 13, 2001; the transaction with 
Northern Natural was entered into November 19, 2001. 

83 Specifically, the investigation was regarding “financial data related to transactions, 
activities and accounting practices that may have impaired the financial condition of entities 
subject to the Commission’s jurisdiction for the benefit of corporate parents or other affiliates or 
associated entities of jurisdictional companies.” See In re Investigation of Certain Financial 
Data, EERC Docket No. IN02-6-00 (Order to Respond, Issued August 1, 2002) at 2. 

84 In re Investigation of Certain Financial Data, FERC Docket No. IN02-6-00 (Order to 
Respond, Issued August 1, 2002), at 1. 


28 



248 


controversial loan in any future rate proceedings; 5 " the other, Transwestem, continues to dispute 
FERC’s allegations, arguing that the loans were in fact prudent given the facts known at the 
time. 56 


In addition to these enormous loans, there is preliminary evidence suggesting that Enron 
may have engaged in a more extensive practice of exploiting the cash generating powers of its 
pipeline subsidiaries. Documents prepared by JP Morgan Chase in connection with its 
consideration of the November pipelines loans note that “for years, cash from the pipelines has 
been used to support operations at Enron Corp.” 87 At minimum, accounting practices by Enron’s 
pipeline subsidiaries leave open questions about the nature of Enron’s interaffiliate transactions. 
The pipeline companies, as well as certain other Enron subsidiaries regulated by EERC, had 
“cash management agreements” with Enron, whereby, at the end of each day, all remaining cash 
at the subsidiaries was transferred to Enron, which held and invested it; the subsidiaries 
themselves maintained no cash reserves. This cash management practice is not unique to 
Enron. 88 Nonetheless, Enron appears to have made more extensive use of it than did other energy 
companies. Information provided by FERC reveals that the amounts transferred by Enron-owned 
pipeline companies to Enron in 2000 was substantially greater than the amounts transferred by 
subsidiaries owned by others in the industry to their parents. 89 Moreover, the amount transferred 


85 In re Investigation of Certain Financial Data, FERC Docket No. IN02-6-00 (Order 
Approving Stipulation and Consent Agreement, issued August 8, 2002). 

86 Response of Transwestem Pipeline Company, In re Investigation of Certain Financial 
Data , FERC Docket No. IN02-6-00 (filed September 3, 2002). 

87 JP Morgan Global Syndicated Finance, “Structuring Summary, Project 
Bluehorseshoe,” September 17, 2002, at 3. 

88 Such cash management practices can provide benefits, such as ensuring that money 
from all affiliates are invested rather than sitting idle. They also have risks, however: funds 
swept into a parent’s account typically become the property of the parent and the subsidiary loses 
all legal interest in those funds. As became apparent in the case of Enron, this arrangement can 
be particularly problematic when one of the companies files for bankruptcy. See Regulation of 
Cash Management Practices, 67 Fed. Reg. 51150, 51151 (Notice of Proposed Rulemaking, 
August 7, 2002). 

89 According to data made available by FERC to Committee staff, Enron-affiliated gas 
pipeline companies in 2000 had an average balance in their Accounts 146 - accounts used to 
record receivables from associated companies - of approximately $195 million, while non-Enron 
pipelines had an average Account 146 balance of slightly over $6 million. “Account 146 
(Accounts Receivable from Associated Companies) balances as of year end,” table prepared by 
FERC staff. 
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by Enron subsidiaries itself grew sharply from 1997 to 2000* 

In investigating the cash management practices of Enron and others in the industry, FERC 
found that the records kept were often inadequate to enable a dear understanding of the 
companies’ financial practices, including, for example, whether and to what extent the parent 
companies were paying interest to the subsidiaries on the moneys that had been transferred to the 
parent. 91 With respect to Enron, FERC has alleged that its pipeline subsidiaries did not even 
have written agreements with Enron governing their cash management practices. 92 As a result of 
its investigation, FERC recently proposed to amend its rules governing the Uniform Systems of 
Accounts to mandate changes in how cash management agreements are administered and 
reported. FERC’s proposal would also limit the amount of funds that can be swept from a 
subsidiary subject to FERC’s jurisdiction to a parent company; under the proposed rules, 
subsidiaries would have to maintain at least 30% of their capital in their own accounts. 93 

In addition to possibly exploiting its pipelines to boost its own financial position, it 
appears that Enron also used another affiliate, Portland General Electric (PGE), to engage in 
improper transactions affecting the California power market. 

On May 22, 2002, PGE responded to a FERC request that participants in the California 
and Western markets document whether they had engaged in alleged abusive trading practices. 94 
This request was made as part of the Commission’s on-going investigation into Enron’s trading 
practices in the California market. While stating in its response that it “does not believe that it 
has engaged in the strategy contemplated in the Enron memoranda or by the Commission’s 


90 The average Account 146 balance for Enron-affiliated gas pipelines companies 
increased from approximately $44 million in 1997 to approximately $195 million in 2000. 
“Account 146 (Accounts Receivable from Associated Companies) balances as of year end,” table, 
prepared by FERC staff. 

91 Regulation of Cash Management Practices, 67 Fed. Reg. 51150, 511152 (Notice of 
Proposed Rulemaking, August 7, 2002). 

92 In re Investigation of Certain Financial Data, FERC Docket No. IN02-6-000 (Order to 
Respond, issued August 1, 2002) at 4. Transwestem has disputed these allegations. See 
Response of Transwestem Pipeline Company, In re Investigation of Certain Financial Data, 
FERC Docket No. 1N02-6-000 (filed September 3, 2002) at 23-28. 

93 Regulation of Cash Management Practices, 67 Fed. Reg. 51150,51151 (Notice of 
Proposed Rulemaking, August 1, 2002). 

94 Response of Portland General Electric Company to the Commission’s May 8, 2002 
Data Request and Request for Admissions. Fact-finding Investigation of Potential Manipulation 
of Electric and Natural Gas Prices, FERC Docket No. PA02-2-000 (filed May 22, 2002). 
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request for admission,” PGE nonetheless acknowledged that “some transactions conducted by 
Portland General during 2000-2001 may have resulted in the company purchasing power from 
the Cal PX [California Power Exchange] and reselling power from its portfolio of supplies at 
prices higher than those paid to the Cal PX.” 95 

As part of its response to the Commission, PGE also included transcripts of some of its 
trading transactions, which include discussions of a series of transactions that PGE engaged in at 
the request of Enron traders in the spring of 2000. The apparent purpose of some of these 
transactions was to assist Enron in exporting power from California, with the intention of 
reimporting it back to the state at a higher price. According to a legal analysis done in 1999 at 
PGE’s request, Enron’s power marketing arm believed that they had found a “loophole in the 
design of the new competitive marketplace in California which can be exploited to make a 
profit. . . ,” 96 These transactions also included so-called “sleeve transactions,” where a third- 
party is used to facilitate transactions between affiliates who are otherwise prohibited from 
trading by FERC’s standards of conduct and the companies’ codes of conduct. In one of the 
transcripts provided by Portland General, a power scheduler for Washington Water Power - 
which served as a third party in one transaction - explained to his PGE counterpart that he was 
. . sleeving it [the power] just because you can’t buy it. They [Enron] can’t sell it to you.” 97 

The transcripts also suggest that some Portland General personnel may have been 
uncomfortable with some of these transactions. For instance, one PGE employee responsible for- 
scheduling power transmission, told another employee “I’ll sure be glad when we’re sold and 
they can’t pull this [expletive] anymore.” 98 Despite the scheduler's stated concern, the 
transactions she was discussing were processed. 


95 Id. at 6. For more on Enron's allegedly abusive practices in the California market, see 
Subsection D, below. 

96 Memorandum from John Mass, LeBoeuf, Lamb, Greene & MacRae L.L.P., to File, 
August 2, 1999, at 3; (Attachment H.B.-133 to Response of Portland General Electric Company 
to the Commission’s May 8, 2002 Data Request and Request for Admissions, Fact-finding 
Investigation of Potential Manipulation of Electric and Natural Gas Prices, FERC Docket No. 
PA02-2-000 (filed May 22, 2002)). 

97 Transcript of Portland Scheduling Calls, April 15, 2000, at 2 (Attachment IH.B.-87 to 
Response of Portland General Electric Company to the Commission’s May 8, 2002 Data Request 
and Request for Admissions, Fact-finding Investigation of Potential Manipulation of Electric 
and Natural Gas Prices, FERC Docket No. PA02-2-000 (filed May 22, 2002)). 

98 Transcript of Scheduler Telephone Conversation, April 6, 2000, at 29 (Attachment 
IH.B.-46 to Response of Portland General Electric Company to the Commission’s May 8, 2002 
Data Request and Request for Admissions, Fact-finding Investigation of Potential Manipulation 
of Electric and Natural Gas Prices, FERC Docket No. PA02-2-000 (filed May 22, 2002)). 
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In August 2002, EERC opened formal investigations into questionable transactions in the 
California energy markets between Enron and PGE and between Enron and others using PGE as 
a middleman, looking at whether, among other things, the companies violated the Commission’s 
standards of conduct; these investigations are ongoing.” 

While it is a positive development that FERC is now investigating potential wrongdoing 
concerning Enron’s interaffiliate transactions and seeking to strengthen some of the relevant 
accounting rules, at the same time it is troubling that FERC failed to address these issues at an 
earlier stage. In the case of the pipeline loans, the Commission seems to have been largely blind 
to the possibility of financial chicanery in interaffiliate transactions. Despite periodic audits of 
company accounts and records, FERC apparently did not fully appreciate the inadequacy of much 
of the information being kept or the significance, for example, of large interaffiliate financial 
transfers, and such practices were not identified as problems warranting Commission action until 
after Enron’s collapse. 100 With respect to Enron’s transactions with PGE, FERC already has 
rules restricting interaffiliate sales of power or power transmission capacity that apparently 
prohibited these transactions. The Commission, however, has not developed the capacity to 
monitor whether interaffiliate transactions are in fact taking place or the terms or circumstances 
of those transactions. Unfortunately, it is not enough to simply set up the market rules; to fulfill 
its mission FERC must understand what is actually happening in the market. Without doing so, 
FERC is left to hope, but not to know, that the rules are being followed. 

D. Califomia/Westem Market Trading and Marketing Abuses 

Severe energy problems in California began in the spring of 2000, only two years after the 
state’s energy deregulation plan was put into place. FERC had already received reports from 
energy experts in California that raised concerns about the exercise of market power as far back 


90 Portland General Electric Company et at, FERC Docket No. EL02-114-000 (Order 
Initiating Investigation and Establishing Hearing Procedures and Refund Effective Date, issued 
August 13, 2002); Avista Corporation et at, FERC Docket No. EL02-1 15-000 (Older Initiating 
Investigation and Establishing Hearing Procedures and Refund Effective Date, issued August 13, 
2002 ). 


100 FERC staff had performed audits of Transwestem and Northern Natural in 2000 for 
the years 1997-1998, for the limited purpose of validating the annual charges to be paid by the 
pipeline companies to the agency (which were based on gas revenues). See Letter from John M. 
Delaware, Deputy Executive Director and Chief Account, Office of the Executive Director, 
FERC to Robert Chandler, Director, Accounting and Reporting, Transwestem Pipeline 
Company, dated October 1 1, 2000; Letter from John M. Delaware, Deputy Executive Director 
and Chief Account, Office of the Executive Director, EERC to Robert Chandler, Director, 
Accounting and Reporting, Northern Natural Gas Company, dated October 1 1, 2000. In 
addition, regulated companies must submit certain financial information annually to FERC, 
including the amount of receivables from associated companies (so-called Account 146 data). 
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as 1998. 101 The state’s investor-owned utilities placed the blame for the crisis on power sellers 
and marketers who, they said, were unfairly manipulating the system to score tremendous profits. 
The power marketers, on the other hand, pointed to flaws in the structure of the new California 
system. 


FERC staff investigated allegations of possible market abuses in the summer and fall of 
2000. They concluded that power sellers had die potential to manipulate the power market, but 
the Commission staff stated that there was no evidence to indicate whether any individual 
company engaged in actual market abuse. In its response to the staff report, the Commission 
agreed with this conclusion, stating: “While this record does not support findings of specific 
exercises of market power, and while we are not able to reach definite conclusions about the 
actions of individual sellers, there is clear evidence that the California market structure and rules 
provide the opportunity for sellers to exercise market power when supply is tight and can result 
in unjust and unreasonable rates under the [Federal Power Act].” 102 

The staff report suggested that further investigation was needed before determining 
whether the power sellers and marketers did, in fact, manipulate the system. 103 However, it took 
15 months - until February 2002, after Enron had collapsed and questions were raised about its 
business practices - before the Commission would order an investigation into the market 
behavior of individual companies. Once begun, however, this preliminary investigation would 
uncover evidence suggesting that some of the types of abuses that had been alleged to take place 
in California did, in fact, occur. 

In August 2002, Commission staff produced an interim investigative report that described 
the manipulative trading practices that Enron’s traders and others had allegedly engaged in. 104 
Based on the findings of this report, the Commission is now conducting three formal 
investigations to further review allegations that individual companies, including Enron, 


101 Market Surveillance Committee of the California ISO, “Preliminary Report on 
Operation of the Ancillary Services Markets of the California System Operator (ISO),” August 
19, 1998; Market Monitoring Committee of the California Power Exchange, “Report on Market 
Issues in the California Power Exchange Energy Markets,” August 17,1 998. 

102 Scui Diego Gas & Electric Co. v. Sellers of Energy and Ancillary Services, 93 
F.E.R.C. 61,121, 61,350 (Market Order Proposing Remedies for California Wholesale Electric 
Markets, issued November 1, 2000). 

103 “Staff Report to the Federal Energy Regulatoiy Commission on Western Markets and 
the Causes of the Summer 2000 Price Abnormalities,” EERC, November 1, 2000, at 5-16. 

104 Initial Report on the Western Energy Markets, note 58, above. 
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manipulated the California market.' 05 Last month, Timothy Belden - who headed Enron’s 
Western trading desk - pled guilty to a charge of conspiracy to commit wire fraud based on 
allegations that, from 1998 to 2001, he and others at Enron engaged in trading strategies designed 
to manipulate energy prices in the California market. 106 

As noted earlier, we cannot say with certainty that an earlier investigation and more 
aggressive activities by the Commission would have prevented Enron’s collapse. However, 
because of the California power crisis in 2000 and early 2001, EERC specifically examined the 
operation of those markets and was presented with the opportunity, if not the obligation, to 
review Enron’s trading practices. An earlier examination by the Commission of the type of 
practices engaged in by Enron could have led to an earlier investor and regulatory review of 
Enron’s vaunted commodity trading business, and then to larger questions about its business 
activities. This did not occur. 

The fact that the Commission is only now investigating allegations of market abuse by 
individual companies is deeply troubling, particularly for the many consumers who were 
adversely affected by the California power crisis. Without the threat of timely enforcement by a 
regulatory agency to hold market participants accountable, rules cannot serve their purpose as a 
deterrent to abusive market action. 

1. Power Crisis in California 

In the late 1990s, California became one of the first states to deregulate its electricity 
industry. As part of its deregulation plan, the State’s large investor-owned utilities (IOUs) were 
required to divest themselves of large portions of their generating capacity. 107 Instead of 
generating it themselves, the IOUs were required to purchase electricity on several complex 
wholesale spot markets established by the California Power Exchange (PX) and the California 
Independent System Operator (ISO). Through these markets, thousands of transactions were 
conducted each day. Electricity was bought and sold for the “day-ahead” market, for the “same- 
day” market, and for other electricity supply components, such as extra generating reserves. 


105 Portland General Electric Company et al, FERC Docket No. EL02-114-000 (Order 
Initiating Investigation and Establishing Hearing Procedures and Refund Effective Date, issued 
August 13, 2002); Avista Corporation et al., FERC Docket No. EL02-1 15-000 (Order Initiating 
Investigation and Establishing Hearing Procedures and Refund Effective Date, issued August 13, 
2002); El Paso Electric Company et al, EL02-1 13-000 (Order Initiating Investigation and 
Establishing Hearing Procedures and Refund Effective Date, issued August 13, 2002). 

106 Plea Agreement, United States v. Belden, No. CR 02-0313 MJJ (N.D. Cal. October 
17, 2002); Information, United States v. Belden, No. CR 02-0313 (N.D. Cal. October 9, 2002). 

107 The California IOUs retained their nuclear plants, and some other assets, but were 
required to sell the electricity produced by these plants into spot markets established by the 
California Power Exchange (PX). 
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Once the IOUs purchased the electricity on the wholesale market, they could, in turn, deliver it to 
their customers through the state-wide electric grid. The California deregulation plan also 
established the ISO to operate this grid and to ensure that there was an adequate supply of 
electricity to meet customers’ demands. When there was a shortage in the supply of electricity 
relative to the demand on the California PX, the ISO would purchase additional energy. The 
price the ISO would pay power sellers and marketers, such as Enron, for this additional energy 
was capped when the power was purchased from in-state sources; when the ISO purchased from 
out-of-state sources, however, there was no price cap. 

In addition to wholesale price caps, California’s deregulation plan also required a freeze 
on retail electricity rates. While this freeze was often described as a “cap” on retail prices, it was 
originally considered a minimum floor price that the IOU could charge its customers. This floor 
price would allow the IOUs to recover the cost of investments, known as “stranded costs,” that 
were made during their tenure as regulated monopolies. Retail rate freezes are common in 
essentially all deregulation plans. In California’s case, the freeze stayed in effect until all of the 
individual utilities’ stranded costs were recovered or until March 2002, whichever came first. 
Consequently, when San Diego’s IOU recovered all of its stranded costs in 1999, retail rate 
“caps” for the area were lifted. Rate caps remained in place for other consumers who were served 
by IOUs that had not recovered all of their stranded costs. 

The energy crisis in California began in the spring of 2000 when a power shortage in the 
wholesale market increased the price of electricity that IOUs were purchasing on the California 
PX. The absence of retail rate caps for the San Diego IOU meant that the additional costs on the 
wholesale market could be transferred directly to its ratepayers. As a result, these ratepayers saw 
their electric bills increase by 200 to 300 percent. However, consumers served by the other 
California IOUs were not immediately affected by the wholesale price spikes. Their IOUs had 
not fully recovered their stranded costs, and as such, were still operating under the retail price 
caps. Because of these caps, the IOUs were not allowed to transfer their additional costs to 
consumers. As a result, IOUs began losing large sums of money. One IOU was even forced into 
bankruptcy. 

On June 28, 2000, the California ISO responded to the crisis by lowering the wholesale 
price caps for power generated within the state and purchased by the ISO on its spot market. The 
cap was reduced from $750 per megawatt hour to $500, and later $250, in an attempt to lower 
how much the power sellers and marketers were charging the ISO and, in turn, reduce the rates 
for consumers. 108 


108 According to a presentation made by Southern California Edison to the Director of 
FERC’s Office of Markets, Tariffs, and Rates (OTMR), the total cost of electricity for California 
for the month of June 2000 even under the $750 cap was over $3.6 billion, roughly half of what 
the state had spent for electricity for the entire year of 1999. Southern California Edison 
Company, “Status of California Electricity Markets,” August 3, 2000. 
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2. FERC’s Investigation of the California and Western Markets 

As problems arose in 2000, there is a strong argument that the Commission - which had 
jurisdiction over trades through the California PX and ISO because they involved wholesale sales 
of electricity - should have shown greater concern based on previous reports it received of 
possible anti-competitive behavior in the market. 109 Certainly, problems in the California market 
were not a new issue to FERC. For example, in an August 19, 1998 report to the ISO board that 
was transmitted to FERC the same day, the Market Surveillance Committee for the PX found 
that the market was not functioning in a competitive manner. 110 Even more forcefully, in another 
report to FERC from the same time period, the Market Monitoring Committee for the PX found 
that “the current market problems are sufficiently severe that they call for short-term intervention 
in the markets, such as price caps.” 111 

On July 26, 2000, FERC ordered its staff to investigate the five so-called “bulk power” 
markets in the U.S. to examine how the electricity markets in different regions were functioning. 
On August 23, 2000, FERC initiated a second, formal investigation in response to a complaint 
filed by San Diego Gas & Electric pursuant to Section 206 of the Federal Power Act. 112 The 
FERC Chairman also directed the staff to accelerate the portion of the bulk power investigation 
relating to the California and Western markets so that it could be used to inform the 


109 By contrast, the State of California was primarily responsible for overseeing retail 
power sales. To the extent that the ISO had been delegated authority by FERC to set rate caps 
for wholesale power, these caps only applied to in-state generators. It is alleged that Enron took 
advantage of this situation by exporting power from California with the intention of re-importing 
it back to the state. See Memorandum from Christian Yoder and Stephen Hall, Stoel Rivers LLP, 
to Richard Sanders, re: Traders Strategies in the California Wholesale Power Markets/ISO 
Sanctions, December 6, 2000, at 6-7. By doing so, the company could apparently avoid the price 
caps that the ISO placed on California-generated power and receive higher payments for 
electricity that appeared to be generated out-of-state. Only FERC had the authority to regulate 
power imported from one state to another. 

110 Market Surveillance Committee of the California ISO, “Preliminary Report on 
Operation of the Ancillary Services Markets of the California System Operator (ISO),” August 
19, 1998. 

111 Market Monitoring Committee of the California Power Exchange, “Report on Market 
Issues in the California Power Exchange Energy Markets,” August 17, 1998. 

112 San Diego Gas & Electric Co. v. Sellers of Energy and Ancillary Services, 92 
F.E.R.C. 61,172 (Order Initiating Hearing Proceedings To Investigate Justness And 
Reasonableness Of Rate Of Public Utility Sellers In California ISO and PX Markets And To 
Investigate ISO and PX Tariffs, Contracts, Institutional Structures And Bylaws; And Providing 
Further Guidance To California Entities, issued August 23, 2000). 
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Commission’s decisions regarding the California market. 113 

On November 1, 2000, the EERC staff released its report on the California and Western 
bulk power market and the causes of the summer 2000 electricity price spikes. The report, and 
the subsequent changes proposed by the Commission, focused on the structural problems in the 
California market, rather than on the specific actions of individual companies operating within 
the market. 114 

The investigation leading up to the November 1 report was extremely limited in scope 
and duration - the staff conducting the investigation was not even given subpoena authority, and 
the investigation was completed in a very short period of time (roughly three months). Although 
the Commission directed the staff to focus on California and the Western markets in its August 
23, 2000 order, there does not in fact appear to have been any significant shift in investigative 
priorities. Staff reports for all five bulk power regions, including the Califomia/Westem report, 
were issued on the November 1, 2000 date originally established in July. In addition, key market 
participants, observers and regulators, such as utility commissions in surrounding Western states 
and the Bonneville Power Administration, were never interviewed even though the report 
repeatedly acknowledges that the Western market is an interconnected, interdependent market. 115 

Because of the limited scope of their investigation, FERC staff did not pursue all of the 
major potential problems that existed in the California market. Most notably, FERC staff failed 
to fully address allegations of market manipulation by individual power selling companies 
operating in California. For instance, FERC staff appears not to have given sufficient attention to 
reports done by a variety of California sources regarding market behavior. On August 10, 2000, 
for example, the Department of Market Analysis of the California ISO issued a report that 
examined price spikes that had occurred in May - June 2000. The ISO report found that market 
participants were exercising market power, stating “the observed market power was the 
combined effect of the bidding activity of in-state and out-of-state generation resources.” 116 An 
even more detailed analysis of the California market was submitted to the Commission by the 


113 “Commission Addresses California Electricity Markets, Orders Investigation,” EERC 
Press Release, August 23, 2000; see also San Diego Gas & Electric Co. v. Sellers of Energy and 
Ancillary Services, 92 F.E.R.C. at 61,603. 

114 “Staff Report to the Federal Energy Regulatory Commission on Western Markets and 
the Causes of the Summer 2000 Price Abnormalities,” November 1 . 2000. 

115 Although the report lists entities with whom interviews were done, many of the listed 
“interviews” were group meetings with FERC staff and not what Committee staff view as 
investigative interviews. 

116 Department of Market Analysis. California Independent System Operator, “Report on 
California Energy Market Issues and Performance: May-June, 2000,” August 10, 2000, at 5. 
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ISO on October 20, 2000. 117 

As they acknowledge in their November I, 2000 report, FERC staff was aware of such 
“concerns” about market abuses, including the exporting of power out of California. They noted 
that one of these concerns was “that generators exporting power were gaming the system in order 
to increase prices.” 118 Their report goes on to observe that “(t)he concern seems to be that 
megawatts are exported by the very same entities who then sell the megawatts back in real time 
at high prices. Several generators reported contracting a significant proportion of their supply 
forward outside of California, and the buyers of that power may have exported it back to 
California at some later date.” 119 

Representatives of California’s investor-owned utilities also met with the co-director of 
the FERC investigation and other FERC staff on August 17, 2000, to discuss this export issue 
and other allegations of market abuse. One of the utilities, Southern California Edison, presented 
a detailed list of alleged trading abuses such as intentional creation of transmission system 
congestion and megawatt laundering - the export of power out of California and the subsequent 
re-importation at higher prices. 120 

Despite this evidence of possible market abuse that FERC staff had received, their 
November 1 , 2000 report concluded that there was nothing to indicate whether an individual 
company engaged in actual market abuse. Instead, the staff suggested that power sellers and 
marketers had merely the potential to exercise market power in the summer of 2000. They stated 
that further investigation was needed to “substantiate any charges of market power abuse,” and 
presented the Commission with the option of continuing the investigation to examine these 
alleged market power abuse issues in greater detail. 121 


117 Declaration of Eric Hildebrandt, San Diego Gas & Electric Co. v. All Sellers of 
Ancillary Services, F.E.R.C. Docket No. ELOO-95-OOO, attached to Letter from Edward Berlin, 
Swidler Berlin Shereff Friedman, LLP to the Honorable David B. Boerges, Secretary, FERC, 
dated October 20, 2000. 

118 “Staff Report to the Federal Energy Regulatory Commission on Western Markets and 
the Causes of the Summer 2000 Price Abnormalities,” FERC, November 1, 2000, at 5-14, 5-15. 

119 Id. at 5-15. 

120 Gary Stem, Southern California Edison, “California Electricity Markets: Issues for 
Examination,” August 17, 2000. 

121 “Staff Report to the Federal Energy Regulatory Commission on Western Markets and 
the Causes of the Summer 2000 Price Abnormalities,” November 1, 2000, at 5-16. 
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Coincident with the publication of the bulk power investigation reports, the Commission 
on November 1, 2000 also issued an order finding that “(w)hile this record does not support 
findings of specific exercises of market power, and while we are not able to reach definite 
conclusions about the actions of individual sellers, there is clear evidence that the California 
market structure and rules provide the opportunity for sellers to exercise market power when 
supply is tight, and can result in unjust and unreasonable rates under the FPA.” 122 The order went 
on to propose a variety of mitigation measures aimed at changing the operation of the California 
spot markets operated by the California PX and the ISO; initial mitigation measures were 
actually imposed by a further Commission order on December 15, 2000. 123 (It should be noted 
that this initial mitigation order would prove wholly inadequate to address the crisis in California 
and EERC was forced to put substantially stronger measures in place the following spring.) 

While issuing its mitigation proposals, the Commission did nothing to address the 
problem of individual companies’ abusive practices, including responding to staffs proposal to 
continue its investigation, for almost 15 months after receiving the staff bulk power report. This 
was despite the fact that FERC continued to receive additional evidence that market abuse was 
occurring. In February 2001, for example, the market oversight unit of the California ISO, 
responding to reports that FERC had insufficient data on market abuse, submitted a new study of 
the bidding behavior of 15 individual companies, including Enron. Finally, on February 13, 

2002, the Commission ordered FERC staff to begin a preliminary investigation. 124 

With one exception - a single, isolated instance involving standby generation units being 
withheld from service - the February 13, 2002 order was the first action that FERC took to 
independently investigate the market behavior of any electricity market participant in the 
California and Western markets. And it took an additional six months before FERC initiated 
formal investigations of such participants. Had the Commission agreed to start a more thorough 
investigation immediately following the release of the November 2000 staff report, it may well 
have uncovered earlier the type of evidence it believed necessary to substantiate the charges of 
market abuse in California. 


122 San Diego Gas & Electric Company v. Sellers of Energy and Ancillary Services, 93 
F.E.R.C. 61,121, 61,350 (Order Proposing Remedies for California Wholesale Electric Markets, 
issued November 1, 2000). 

123 San Diego Gas & Electric Company v. Sellers of Energy and Ancillary Services , 93 
F.E.R.C. 61,294 (Order Directing Remedies for California Wholesale Electric Markets, issued 
December 15, 2000). 

124 Fact-Finding Investigation of Potential Manipulation of Electric and Natural Gas 
Prices, 98 F.E.R.C. 61,165 (Order Directing Staff Investigation, issued February 13, 2002). 
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Indeed, on October 3, 2000 - nearly a month before the staffs bulk power report was 
issued - Enron itself began its own internal investigation 125 of the company’s trading practices in 
the California energy market when outside attorneys and senior Enron legal counsel and staff met 
in an all-day session with Enron traders in Portland, Oregon. 126 This meeting included, among 
others, Timothy Belden, Richard Sanders, who headed litigation for Enron North America, and 
Mary Hain, a director in Enron’s Government Affairs department, who, as discussed below, had 
a couple of months earlier given a presentation to FERC staff on issues related to the California 
market. 127 A follow-up meeting with senior Enron legal staff (including Sanders) was held on 
November 4-5, 2000. 128 Another meeting took place in December 2000. 129 

Enron’s internal investigation ultimately resulted in a December 6, 2000 memorandum 
that analyzed in detail a range of strategies that Enron traders may have used to exploit the 
structure of the California market to increase Enron’s profits - the so-called “Get Shorty,’’ 
“Death Star,” “Fat Boy,” and “Ricochet” trading strategies - and discussed the “sanction 
provisions of the California Independent System Operator (‘ISO’) tariff.” 130 As the head of 
Enron’s Western trading desk at the time, Timothy Belden was a participant in the internal 
investigation that produced these memoranda. As noted above, Belden subsequently pled guilty 


125 This internal investigation of its trading practices was initiated by Enron in order to 
respond to subpoenas and inquiries from the California Public Utility Commission, and to related 
inquiries and litigation. See Deposition of Christian Good Yoder, Nevada Power Company et al. 
vs. Duke Energy Trading and Marketing et al., FERC Docket No. EL02-26-000 et al., June 18, 
2002, at 20 (hereinafter, “Yoder Deposition”). 

126 Deposition of Stephen C. Hall, Nevada Power Company et al. vs. Duke Energy 
Trading and Marketing etal., FERC Docket No. EL02-26-000 et al, July 11, 2002, at 18 
(hereinafter, “Hall Deposition”); Yoder Deposition at 27; Invoice from Stoel Rives LLP to 
Christian Yoder, Enron Capital & Trade Resources Corp, re: Enron North America, California 
Power Matters, dated November 27, 2000 (itemizing attorney services), available at 
http://caag.state.ca.us/newsalerts/2002/02-058.htm. 

127 E-mail from Mary Hain to James Steffes, et al, dated August 29, 2000 (Enron 
document no. ECu000060541); Hall Deposition at 18. 

128 Yoder Deposition at 48. 

129 Id. at 50. 

130 Memorandum from Christian Yoder and Stephen Hall, Stoel Rivers LLP, to Richard 
Sanders, re: Traders Strategies in the California Wholesale Power Markets/ISO Sanctions, 
December 6, 2000. There is another, nearly identical version of this memorandum that is dated 
December 8, 2000. Both versions of the memorandum were released to the public by FERC on 
May 6, 2002. 
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to a charge of conspiracy to commit wire fraud, related to allegations that he engaged in trading 
strategies designed to manipulate prices in the California energy market. In his plea agreement, 
Belden acknowledged that between 1998 and 2001, he and “other individuals at Enron agreed to 
devise and implement a series of fraudulent schemes” in the California market that were 
designed to “obtain increased revenue for Enron from wholesale electricity customers and other 
market participants . . . ” 131 

3. Enron 's Efforts to Influence FERC 

Enron was heavily invested in the success of the deregulation of energy markets in 
general and in California in particular. 132 Deregulation represented opportunities for its energy 
trading and energy services businesses, as well as new market opportunities in the United States 
and overseas. It was important to Enron, therefore, that the California crisis not be blamed on 
deregulation or market systems or on the market players in a deregulated environment. 

Documents obtained by the Committee indicate that Enron attempted to directly and 
indirectly influence FERC’s investigation of the California market and subsequent decision- 
making. As indicated by an internal e-mail obtained by the Committee, and confirmed by the 
Commission staff, Enron representative Mary Hain made a presentation to the EERC “bulk 
power” investigation team on August 24, 2000 as part of a meeting that the team held with a 
group of power marketers. 133 The message Enron sought to convey was that high prices in 
California were the result of scarce supply and that FERC should be “discouraged . . . from 
taking any action that would hurt the vibrant wholesale market in the [sic] California and the rest 


131 Plea Agreement, United States v. Belden, No. CR 02-0313 MJJ (N.D. Cal. October 
17, 2002); Information, United States v. Belden, No. CR 02-0313 (N.D. Cal. October 9, 2002). 

132 For example, on January 20, 2000, Enron held its annual equity analyst conference, 
announcing “(g)rowth prospects remain strong for Wholesale Energy Operations and Services, 
Enron’s largest business. Wholesale energy growth in North America is expected to be driven by 
the continuing deregulation of power markets in the United States and large-scale outsourcing 
utilities and large energy consumers.” A year later, at the January 2001 conference, Enron 
announced increased earning targets based in part on “Enron’s further strengthening of its long- 
standing lead in the North American wholesale energy market, significant expansion of its 
European wholesale energy business, and extension of Enron’s business model into new, large 
markets” as well as a doubling in its retail energy business. See “Enron Hosts Annual Analyst 
Conference; Provides Business Overview and Goals for 2000,” Enron Corp. Press Release, 
January 20, 2000; “Enron Announces Increased Earnings Target for 2001 to $1.70 - $1.75 Per 
Share,” Enron Cotp. Press Release, January 25, 2001. 

133 E-mail from Mary Hain to James Steffes, et al. , dated August 29, 2000 (Enron 
document no. ECu000060541); Letter from Kevin F. Cadden, Director of External Affairs for 
EERC, to David Berick, Senate Committee on Governmental Affairs, dated June 19, 2002. 
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of the West. . . ,” 134 According to an internal Enron e-mail, on August 25, 2000, Timothy 
Belden, then head of Enron’s Western trading desk, had a discussion with FERC investigators 
and sent them another presentation - “What To Do About Western Wholesale Markets?” - 
which reiterated this basic message that the price spikes were due to physical supply shortages 
and structural flaws in the California market. 135 

Even after the Commission issued its initial mitigation order in December 2000, Enron 
continued to be actively involved in efforts to address the California crisis. For example, Ken 
Lay met with members of the Clinton Administration in early January 2001 to discuss the crisis. 
On January 9, 2001, Lay attended a “summit” organized by the White House to talk about 
possible solutions to the energy crisis in California. The President’s chief economic advisor 
Gene Sperling, FERC Chairman James Hoecker, Treasury Secretary Lawrence Summers and 
Secretary of Energy Bill Richardson were among the 30-50 people that attended the summit. 136 
On January 13, 2001, Ken Lay also participated in what appears to be a follow-up meeting to the 
January 9 summit. 137 

Thereafter, the company launched a major public relations and lobbying campaign in 
early 2001 apparently designed to indirectly influence the outcome of FERC's decision-making 
with regard to California. The Enron campaign consisted of an extensive multi-faceted effort to 
influence policy decisions not only in California, but throughout the Western U.S., in other key 
markets such as New York, where it was feared that other potentially damaging electricity 
shortages and price spikes would occur, and at the federal level. 138 The campaign was directed 
by Enron’s corporate head of government affairs with the assistance of the Washington DC- 


134 E-mail from Mary Hain to James Steffes, et al . , dated August 29, 2000, (Enron 
document no. ECu000060541). 

135 E-mail from Mary Hain to James Steffes, et al., dated August 29, 2000 (Enron 
document no. ECu000060541); Tim Belden, Enron North America, Presentation on “What To 
Do About Western Wholesale Markets?,” August 25, 2000 (Enron document nos. 
ECu000060613-ECu000060664). FERC staff could not confirm that the discussion had taken 
place, but acknowledged that they do have a copy of the presentation. 

136 Letter from James J. Hoecker, Swidler Berlin Shereff Friedman LLP, to Susan J. Cort, 
Esq., Office of General Counsel, FERC, March 12, 2002, at 3; Carolyn Lochhead, “Progress 
Toward Deal to Cut Power Cost / D.C. energy talks run late into night,” San Francisco 
Chronicle, January 10, 2001. 

137 Letter from James J. Hoecker, Swidler Berlin Shereff Friedman LLP, to Susan J. Cort, 
Esq., Office of General Counsel, FERC, March 12, 2002, at 3. 

138 Enron Corp., “Advancing Electric Competition in the Wake of California; Enron’s 
Campaign to Affect Policy and Public Opinion,” February 5, 2001 (Enron document nos. 
ECp00006 1 965-ECp000062027). 
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based lobbying firm Quinn, Gillespie and Associates. 135 

A February 5, 2001 briefing on the campaign identified six overall objectives - “Isolate 
California and communicate a market based message; Retain a market-based electricity structure 
in California; Minimize California impact and Governor Davis’ message across the West; 
Facilitate federal action: EERC and Congress; Identify and manage potential energy crisis in 
other states-New York, Florida, others?; Refine and increase public affairs effort among policy 
makers, the media, opinion makers, electricity consumers.” 140 

As the campaign progressed, the goals and objectives were refined. A May 4, 2001 
campaign briefing identified five federal goals relevant to FERC: to encourage FERC and the 
White House to promote competition in electric markets; to convince FERC to extend its 
jurisdiction over all aspects of electricity transmission, including over federal, state, and 
municipal power agencies that are not otherwise subject to FERC jurisdiction; to encourage the 
Administration to complete confirmation of its FERC nominees; to educate Members of 
Congress and the Administration about the West Coast energy crisis and encourage them to 
allow the market to work and to take efforts to increase supply and reduce demand; and to block 
price cap legislation and administrative orders. 141 

As reflected in the May 4 briefing, one of Enron’s goals was to complete the confirmation 
of FERC nominees in hope of creating a more proactive FERC that would address the growing 
threat that the California crisis presented to deregulation. On January 8, 2001, Enron’s Chairman 
and Chief Executive Officer Kenneth Lay wrote to Clay Johnson, Executive Director of the 
Bush-Cheney Transition team, and Vice President-elect Cheney, to offer Enron’s 
recommendations on “the kind of individuals we think you should be looking for” when filling 
vacancies at FERC. 142 Attached to the letter was a list of seven potential candidates, with brief 


139 Id. at Enron document no. ECp000061966. In addition to its work on Enron’s 
California campaign, Quinn Gillespie and Associates also lobbied the White House on behalf of 
Enron on other issues, such as the National Energy Policy. See, e.g., E-mail from Ed Gillespie to 
Andrew D. Lundquist, dated April 3, 2001, 3:47 pm (Office of the Vice President document no. 
188); E-mail from Ed Gillespie to Andrew D. Lundquist, dated April 3, 2001, 9:48 am (Office of 
the Vice President document no. 479). 

140 Enron Corp., “Advancing Electric Competition in the Wake of California; Enron's 
Campaign to Affect Policy and Public Opinion,” February 5, 2001 (Enron document nos. 
ECp000061965-ECp000062027), at Enron document no. ECp000061967. 

141 Enron Corp., “Advancing Electric Competition in the Wake of California; Enron’s 
Campaign to Affect Policy and Public Opinion,” May 4, 2001 (Enron document nos. 000003222- 
000003237), at Enron document no. ECu000003226. 

142 Letter from Alberto R. Gonzales, Counsel to the President, to The Honorable Joseph I. 
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biographies of each candidate, including Pat Wood and Nora Brownell. Lay called Johnson 
twice to follow up on the January 8 th letter. 143 A February 12, 2001 memo to Mr. Lay from Linda 
Robertson, head of Enron’s Washington office, described Enron’s priorities in preparation for a 
call by Mr. Lay to Mr. Johnson concerning “. . .Commissioner vacancies at FERC.” The memo 
stated that “Enron has strongly supported Pat Wood, a Republican, as Commission Chairman.” 
The memo continued, “(a) number of candidates are said to be under consideration for the second 
Republican seat at FERC. Enron has on several occasions discussed with transition and now 
Bush Administration officials the candidacy of Nora Brownell as our first pick for the second 
open seat.” The memo noted that Ms. Brownell was under consideration “on the strength of 
Enron’s interest,” but faced competition from another candidate reportedly supported by 
Pennsylvania Governor Tom Ridge and that Enron was working to “. . .mitigate the Governor’s 
alleged concerns with her candidacy.” 144 In addition. Lay called Senior Advisor to the President 
Karl Rove to express his support for Nora Brownell’s appointment to FERC. 145 

Even after Wood and Brownell were nominated, it appeared that Enron’s government 
affairs office continued to push for a quick confirmation of their nominations. In a memo to Lay 
prior to his April 17, 2001 meeting with the Vice President, Linda Robertson and Tom Briggs, 
who oversaw federal regulatory affairs for Enron, urged him to “. . . take the opportunity to 
convey to the Vice President the imperative of an expedited confirmation of Pat Wood and Nora 
Brownell.” The memo suggested that their appointments would “. . . mitigate one of the 
significant political problems confronting passage of the Administration’s energy agenda, namely 
the call by Democrats and Western state members for price caps.” It further suggested that these 
appointments would allow FERC to 

‘release some of the political steam in the system’ by adopting more visible 
pricing steps in Western markets, such as the bid cap measures in place in Texas 
and the Northeast ISO. Thus, more aggressive action by the FERC on both 
market power issues and pricing issues would give the Administration enormous 
political cover and would allow them to redefine the debate on their own terms. 146 


(...continued) 

Lieberman, dated May 22, 2002, Attachment at 2; Letter from Kenneth L. Lay to Clay Johnson, 
dated January 8, 2001 (Executive Office of the President document nos. 980-982). 

143 Letter from Alberto R. Gonzales, Counsel to the President, to The Honorable Joseph I. 
Lieberman, dated May 22, 2002, Attachment at 2. 

144 Memorandum from Linda Robertson to Ken Lay, dated February 12, 2001 (Enron 
document nos. EC 000123909). 

145 Letter from Alberto R. Gonzales, Counsel to the President, to The Honorable Joseph I. 
Lieberman, dated May 22, 2002, Attachment at 1-2. 

146 Memorandum from Linda Robertson and Tom Briggs to Ken Lay, re: Meeting with 
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According to Ms. Robertson, the confirmations were not actually discussed during the meeting 
with the Vice President. 

Beyond the matter of FERC nominees, Enron executives appeared to bring their message 
on the California power crisis directly to key Bush Administration officials. On April 5, 2001, 
Jeffrey Skilling met with Secretary of Treasury Paul O’Neill, and other Treasury Department 
officials, to discuss the West Coast energy crisis. 147 Ken Lay and Linda Robertson apparently 
raised the California issue during their 30 minute meeting with the Vice President on April 17, 
2001. 148 The White House has indicated that Assistant to the President and Director of the 
National Economic Council Larry Lindsey had "a few communications" with Ken Lay, "most 
likely about the California electricity shortage.” 149 

It is, of course, difficult to evaluate the impact of Enron’s far-reaching efforts on 
decision-making at EERC. As detailed above, for a long time FERC insisted (and to some extent 
still does insist) that the problems in California were the result of structural flaws in market 
design and declined to investigate the possibility that there had been abusive behavior on the part 
of individual energy companies - a position consistent with that advocated by Enron. It is 
impossible to know how much Enron’s lobbying campaign influenced FERC’s thinking on this 
issue and how much FERC was simply predisposed to this view. It should be noted that when 
the crisis in California became severe, FERC, on June 19, 2001, did ultimately issue an order 
extending price caps and other mitigation measures to the entire Western market, 150 a decision 
contrary to one of Enron’s stated goals. In response, Enron found it necessary to immediately 
issue a press release from then-CEO Jeffery Skilling, reiterating his confidence that price controls 
would not have an impact on Enron’s earning targets for both the second quarter and the year. 151 


(...continued) 

Vice President Cheney, dated April 13, 2001, (Enron document nos. EC2 000026045-26105), at 
Enron document no. EC2 000026052. 

147 Letter from John Duncan, Assistant Secretary for Legislative Affairs, Department of 
the Treasury, to Senator Joseph I. Lieberman, Chairman, Committee on Governmental Affairs, 
dated April 22, 2002, at 1 . 

148 Letter from Alberto R. Gonzales, Counsel to the President, to The Honorable Joseph I. 
Lieberman, dated May 22, 2002, Attachment at 3. 

149 Id. at 2. 

150 San Diego Gas & Electric Co. v. Sellers of Energy Ancillary Service , 95 F.E.R.C. 
61,418 (Order on Rehearing of Monitoring and Mitigation Plan for the California Wholesale 
Electric Markets, Establishing West-Wide Mitigation, and Establishing Settlement Conference, 
issued June 19, 2001). 

151 “Enron Reiterates Confidence In Operations and Earnings Outlook,” Enron Press 
Release, June 19, 2001. 


45 



265 


Nonetheless, documents reviewed by the Committee show that Enron did aggressively 
pursue this campaign including contacts with Western governors and regulators and contacts 
with the Administration to promote the nominations of Nora Brownell and Pat Wood, to discuss 
the California energy crisis, and to promote open access and competition in electricity markets 
during the Administration’s deliberations on energy policy. 


III. CONCLUSION AND RECOMMENDATIONS 

For many years, FERC has been at the forefront of the restructuring of the wholesale 
electricity and natural gas markets from ones based on EERC-determined cost-of-service rates to 
markets based on competition. Throughout this process, FERC has both recognized the need, 
and yet inexplicably failed, to establish a framework to effectively regulate the sale and delivery 
of natural gas and electricity in the new, competitive markets it was creating. The General 
Accounting Office (GAO) 152 has previously told us as much. And now, Enron provides a striking 
case study of many of the inadequacies of EERC’s current regulatory system - inadequacies that 
apparently allowed Enron officials to engage in a variety of questionable and. in some cases, 
allegedly fraudulent financial and commercial transactions at the expense of customers, 
investors, and competitors. 

Although FERC’s Chairman has acknowledged some of these structural shortcomings in 
both formal agency comments to GAO and in an August 12, 2002, letter to Chairman Lieberman, 
the Committee staff investigation of EERC’s interactions with Enron indicates that the proposals 
being made by FERC do not appear adequate to address the range of regulatory challenges that 
confront FERC in this new environment - challenges exemplified by Enron Corp. as it 
aggressively sought to take advantage of the flaws, gaps, and inadequacies in the regulatory 
system. 


One of FERC’s chief responses has been to create a new Office of Market Oversight and 
Investigations (OMOI) dedicated specifically to oversee the electric and natural gas markets. 153 
While it is too early to conclude whether this new office will address the sorts of problems raised 
by Enron’s trading practices and other types of market manipulation that occurred in the 
California and Western energy markets, Committee staff seriously doubts that without more it 
will transform the agency into the proactive, aggressive regulator needed to protect consumers 


152 U.S. General Accounting Office, “Energy Markets: Concerted Actions Needed by 
FERC to Confront Challenges That Impede Effective Oversight,” GAO-02-656, June 2002. 

153 OMOI was formally created on August 12, 2002. The other initiatives include: 
promotion of regional transmission organizations, revision of public utility filing requirements, 
promulgation of standard market design rules, and promoting development of energy 
infrastructure. 
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from the greed and subterfuge Enron’s collapse revealed. 154 

Simply rearranging the bureaucracy, however, is not the answer. FERC must work in 
concert with other regulatory agencies; it must request and be given sufficient resources to 
monitor the marketplace and carry out all of its regulatory responsibilities, and it must retool 
what goes on under its own regulatory roof not only within OMOI, but throughout the agency. 
Simply put, FERC must reorient itself to a changed and increasingly complex competitive 
industry - a change that FERC itself has fostered, but failed to adapt to. 

Orienting the Mission Toward Proactive Oversight and Enforcement Throughout the Agency 

FERC has not institutionally accepted regulation and enforcement as a primary mission, 
nor has it taken sufficient steps to reassure Committee staff that it will. The new market 
oversight office, even if staffed sufficiently and run well, is not designed to address problems 
identified in the Committee staff investigation such as FERC's ineffective handling of the status 
of Enron’s wind farms or its QF certification process generally, or oversight of financial 
transactions between regulated subsidiaries and holding companies. In other examples of 
FERC’s lax attitude towards its regulatory duties, the agency received an anonymous complaint 
on April 26, 2002, about pricing practices of Enron’s oil pipeline subsidiary. EOTT Partners. 
The complaint was filed into FERC’s information management system without any review by 
FERC staff, even though the Commission was actively investigating other Enron trading 
activities. 155 Nor did FERC feel compelled to implement the Federal Civil Penalties Inflation 
Act as amended by the 1996 Debt Collection Improvement Act, which required it to increase 
civil penalties. It took a letter from GAO on July 16, 2002, asking about FERC’s compliance to 
jog the agency to action. 156 These are all regulatory functions outside the purview of the new 
office. 


The establishment of the OMOI does not absolve FERC of the responsibility to 
aggressively address problems throughout its jurisdiction. If FERC is to be an effective 
protector, regulator, and overseer of the nation’s increasingly deregulated energy 
marketplace, it must recognize the need for a total cultural reorientation of its regulatory 
approach. 


154 As part of its effort to strengthen its enforcement activities, FERC has requested that 
Congress expand its civil and criminal penalty authority under the EPA and Natural Gas Act. We 
support this request and believe that is important to give FERC additional and/or stronger 
enforcement tools. We also note, however, that such tools will almost certainly be inadequate 
without an overall reorientation of the Commission’s enforcement efforts. 

155 Unsigned memo to Federal Energy Regulatory Commission, “SUBJECT: Tip on 
Enron Corp’s crude oil price fixing,” filed by FERC April 26, 2002. 

156 See Letter from Pat Wood, HI, Chairman, FERC, to The Honorable Joseph H. [sic] 
Lieberman re: FERC’s Compliance (RM02-1 1-000) with the 1990 Federal Civil Penalties 
Inflation Act, As Amended, dated August 28, 2002. 
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Allocation of Resources 


Examining FERC’s commitment to enforcement resources is one way to measure its 
institutional priorities. Yet even in an area EERC claims is a high priority, it falls short. EERC 
appears to have committed fewer staff and less resources to monitoring and policing the market 
compared to the efforts of many other independent regulatory agencies. 

In his letter to Chairman Lieberman outlining FERC’s response to the GAO report, EERC 
Chairman Wood reported that the Commission had initially transferred 57 employees to the new 
OMOI office, that it intended also to move attorneys involved in enforcement actions to the new 
office, and that it was recruiting for additional positions. Altogether, in its FY 2003 budget 
request, FERC asked for 110 full-time equivalents (FTEs) for the new office and identified a 
total of 250 FTEs as participating in agency-wide monitoring and enforcement activities. 157 The 
remaining 140 or more FTEs would be in other offices with responsibilities involving litigation 
and dispute resolution, rulemakings, identification of data requirements, mergers and other 
corporate applications, and financial auditing that could broadly be attributed to market 
monitoring and enforcement. 158 

Based on the total number of FTEs requested for the entire agency for FY2003, FERC 
intends to allocate only 8.8 percent of its FTEs to the OMOI. Even if we assume all 250 FTEs 
are dedicated to market oversight, 20 percent of the agency’s FY2003 FTEs would be committed 
to broadly defined market oversight and enforcement responsibilities. 159 

This resource commitment appears to be less than that of other independent regulatory 
and enforcement agencies. A review by the Congressional Research Service estimates that the 
CFTC, SEC and Federal Trade Commission (FTC) have committed FY2003 FTEs of roughly 28 
percent, 33 percent, and 60 percent, respectively, of their total agency FTEs to enforcement. 160 


157 Federal Energy Regulatory Commission, FY2003 Congressional Budget Request and 
Annual Performance Plan, February 2002; Letter from Pat Wood, El, Chairman, FERC, to the 
Honorable Joseph H. [sic] Lieberman, re: GAO Report Entitled Energy Markets: Concerted 
Actions Needed by EERC to Confront Challenges that Impede Effective Oversight, dated August 
19, 2002, at 2 and Attachment C. 

158 E-mail from Don Chamblee, FERC, to David Berick, Senate Committee on 
Governmental Affairs, dated February 25, 2002, and attached memorandum “Response to David 
Berick Concerning the Need for an Additional $7 Million and 50 FTEs.” 

159 The President’s FY2003 Budget Request for the Federal Energy Regulatory 
Commission requests a total of 1250 FTEs for FERC. 

160 “Enforcement Activities at Selected Federal Agencies,” Congressional Research 
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The same review reported that the Federal Communications Commission (FCC) allocated 
approximately 14 percent of its FY2003 FTEs specifically to its Enforcement Bureau and overall 
dedicated a total of approximately 31 percent of its FTEs to enforcement activities across several 
bureaus. If we look at budget dollars, FERC intends to devote less than 15% of its FY2003 
budget to these activities, whereas the CFTC budgets 28% and the FCC budgets 24%. 

Although these interagency comparisons are obviously not precise, they provide at least 
one indicator of the priority given to enforcement and oversight activities by other federal 
regulatory agencies. Given the array of problems FERC faces, it does not measure up well. 

FERC must devote more resources to market oversight and enforcement. 

Coordination with Other Agencies 

As the markets and activities FERC regulates become more complex, they frequently 
involve the jurisdiction of more than one federal agency. FERC. however, has not made 
coordination with other agencies a priority. 

In the case of SEC-administered PUHCA exemptions, discussed above, that affected the 
FERC-determined QF status of Enron’s wind farms, the SEC and FERC never discussed how to 
coordinate even the exchange of information concerning exemption requests filed with the SEC. 
Indeed, even after Southern California Edison petitioned both the SEC and FERC about the 
status of the wind farms last March and April, there was no interagency communication in 
response. More fundamentally, FERC and the CFTC have yet to figure out their respective roles 
in an increasingly sophisticated energy market that involves both physical energy products and 
commodities futures and other derivatives - whether the issue involves oversight of online 
trading platforms or some other aspect of the market. Notably, FERC does not even have 
interagency information or regulatory coordination agreements with either the CFTC or the SEC, 
nor with other key regulatory or financial agencies. Although interagency agreements are not a 
necessity for agencies to work together, it is essential that the agencies in fact coordinate. These 
types of agreements are a basic, first step for such coordination. 

Subsequent to Enron’s collapse, FERC has begun to take some tentative steps toward 
improved coordination with other federal agencies. In December, for example, the FERC 
Chairman sent a letter to the Chairman of the CFTC asking to discuss how the two agencies 
could better work together, and FERC is currently coordinating its investigation in the California 
and Western markets with other federal agencies. Nonetheless, this coordination is not routine 
for the agency nor fully embedded in its understanding of its mission. FERC must make 
coordination with other federal regulatory agencies an institutional priority . 


‘“(...continued) 
Service. September 6, 2002. 
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Intra-Agency Communication 

Finally, this memorandum has highlighted a number of instances where important 
information developed or uncovered by staff in one part of the agency has not made its way to 
other parts of the agency or to the Commission. A failure to communicate or share important 
information within the agency is a failure to perform the basics of the job. 

One example is the FERC staffs Enron Online report which looked at Enron’s highly 
leveraged financial condition but was not given to the Commissioners even as Enron was 
collapsing. Another example, with perhaps even clearer consequences, relates to the 
Commission’s consideration of how to calculate refunds to consumers in the California 
electricity market. At the same time the Commission was deliberating on this matter, there were 
two FERC staff inquiries examining directly relevant issues. The first was the Enron Online 
inquiry which looked at published price indices and ultimately concluded that they were 
unreliable. The second was a series of audits conducted by the Office of the Chief Accountant 
examining the cost of generating the electricity that was being sold by individual companies into 
the California market; a memo was even written by the Chief Accountant to the Chief of Staff 
and other senior managers at FERC stating that information contained in the audits would likely 
be of value to those working on the refund matter. 161 Yet, Committee staff found that none of 
this information was presented to the Commission nor made available to participants in the 
refund proceeding. The reliability of the Commission’s preferred refund methodology has 
subsequently been brought into question; indeed, the FERC staffs 2002 initial report on the 
California markets has recommended that the refund methodology be revised because it’s based 
on faulty price indices. This will likely result in further delays in getting deserved refunds to 
consumers. 

Having capable staff able to ask the right questions is critical, but will not solve FERC’s 
problems if the information the staff uncovers does not make its way to the Commission and 
others at the agency who can make use of it. FERC must improve its internal coordination of 
staff activities and communication with the Commissioners themselves. 


Conclusion 


FERC’s experience with Enron demonstrates that the agency is no match for the 
sophisticated, competitive, profit-driven companies it regulates. Although the creation of OMOI 
is a positive development, unless it is adequately and appropriately staffed and supplemented 
with more aggressive regulatory efforts throughout the Commission, it is unlikely to succeed in 
transforming FERC into the effective market overseer it needs to be. 


161 Memorandum from John M. Delaware, Deputy Executive Director and Chief 
Accountant to Walter C. Ferguson, Chief of Staff, Daniel L. Larcamp, Director, Office of 
Markets, Tariffs and Rates, and Kevin P. Madden, General Counsel on “Audit of the Component 
Costs of Generating Electric Power,” undated, at 1 (according to FERC staff, the memo was 
prepared on July 20, 2001). 
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FERC must do far more to be vigilant, to incorporate an aggressive enforcement ethic 
into its everyday work, to effectively coordinate with other agencies, and to ensure that relevant 
information is made available to those who need it in order for FERC to fulfill its mission and to 
protect consumers and investors in the increasingly complex and continually evolving energy 
markets. 


51 



271 




Committee on Governmental Affairs 

EXHIBIT #A-1 


Enron Federal Government Affairs - Outlook & Goals for 1999 


The Congress will follow the regular process of adopting an annual budget and 
going through the expiring authorization programs, appropriating the necessary 
annual funds and considering a variety of tax measures and cuts. Enron will 
have a significant interest in various aspects of this process. 


All currently introduced legislation which has not been enacted into public law 
will expire upon the adjournment of the 105th Congress. Congress has targeted 
adjournment for October 9 th and should convene the 106 th Congress on January 
27 th . 


Tax Issues 


1) Product Tax Credit for Enron Wind Power : The production tax credit 
extension may not occur in 1998. There is also a chance because the PTC does 
not expire until June 30, 1999 and the other extenders have already expired, we 
will not be extended this year. Goal : Production tax credit extension of five 
years (we will likely get only three years; we will have to decide whether to go 
for the additional years.) 

2) Foreign Tax Simplification Issues : Four items in the Foreign Tax 
Simplification bill currently introduced by Congressmen Houghton and Levin 
and Senators Hatch and Baucus. Even if the House does a big bill in the 105 th 
Congress, only two issues will likely be included in the bill this year. One will 
be the exclusion for foreign-owned pipeline income . The other is the exclusion 
for transmission of high voltage electricity (similar to the pipeline issue.) Goal : 

Pass all foreign tax simplification issues in 1999. Additional foreign tax issues 
will likely come to the forefront that haven't yet been considered — these will 
come up because of new deals that Enron will be doing internationally and 
haven't been uncovered yet. 

3) Tax-related Derivatives Issues : These issues are included in the 
Administration's tax proposal. Enron has been working with a coalition lead by 
White & Case. Goal : Include the derivatives provision in the final tax bill. 

Continue work with the Tax Department to come up with alternatives to 
legislation that solve the problem. 

4) Alternative minimum tax ( AMT) for corporations : Congressman Archer 
included an AMT provision in 1997, so Congress may not provide additional 
help this soon. Goal : Additional AMT relief in 1999. 

EC-W 000000228 
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5) Notice 98-1 1 : IRS Notice 98-11, which would have limited the use of hybrid 
transactions by multinational companies to reduce their foreign tax liabilities, 
was puc on hold in until later in 1999 or 2000. This issue will likely return either 
in IRS regulation form or legislation and EOG will want to get involved again. 
Goal : Work to see that IRS regulations or Congressional action does not prohibit 
or penalize existing Enron hybrid transactions. 

6) Fundamental Tax Reform: Hearings may occur in 1999, as indicated by 
House Ways & Means Committee who is in charge of this project. Fundamental 
tax reform will not pass in 1999. Goal : Monitor activity in Congress and 
possibly participate in hearings. (Enron will need to decide if we want to 
participate.) 

7) Other Tax Issues : Solar Enterprise Zone/Tax Credit. 


International Issues 


1) Foreign Operations Appropriations : FY 2000 foreign operations 
appropriation legislation, which includes funding for Export-Import Bank (Ex- 
Im), Overseas Private Investment Corporation (OPIC), and Trade and 
Development Administration (TDA). There is a possibility that the 
Administration may submit a supplemental appropriations bill to cover the FY 
1999 Ex-Im shortfall, which is SI billion lower than current demands on the bank. 
Goal : Support the highest appropriation for export assistance programs in the 
FY 2000 Foreign Ops. bill., as well as passage of a possible supplemental 
appropriation bill for the Ex-Im shortfall. 

2) Reauthorization of Ex-lm , OPIC' and TDA : Ex-Im Bank's reauthorization 
expires September 30, 2001. OPIC's authority expires in 1999. Goal : Pass multi- 
year reauthorizations of OPIC and Ex-Im. 

3) Sanctions and other punitive legislation : Legislation placing various 
sanctions, unilateral and multilateral, on relations with various countries will 
likely continue to be a major issue in the next Congress. Both religious 
persecution and child labor sanctions will be carried over from this Congress, as 
will other unilateral sanctions. Legislation to make it more difficult to 
implement unilateral tra - Janeiro- - chrough reform of the process that 
Congress uses in considering sanctions will be carried over from the 105 th 
Congress. Goal : Oppose unilateral trade sanctions. Support sanction reform 
legislation. 
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4) International Monetary Fund {IMF} : IMF is facing a significant shortfall in 
reserve funding, if the 105* does not provide adequate funding this may be an 
issue in the 106 th . Goal : Support adequate funding for IMF replenishment. 

5) China NTR : Annual extension of Normal Trade Relations (NTR, formerly 
known as MFN) with China. Goal : Annual extension of China NTR, or possibly 
a permanent extension of China NTR. 

6) Fast Track Authority : Fast track authority allows the President to negotiate 
trade bills which will be voted on by Congress with a straight up or down vote 
(i.e. no amendments). Fast track may be voted on by the House before it 
adjourns this year, but is likely to fail or be pulled from consideration. Goal : 
Passage of fast track authority in the 106 th Congress. 

7) Personnel: Nominations for Ambassadors and Executive Branch Confirmation 
Follow various nominations before the Senate, and support nominations when 
appropriate. 

8) Other Issues : 

•Repealing Sec. 907 of the Freedom Support Act (Azerbaijan Sanctions), as 
well as legislation supporting a Trans-Caspian pipeline. 

•Africa Growth and Development Act (if not passed in 105th Congress) 
•Jackson Vanik waiver for Vietnam 

• Support for the Department on Commerce Advocacy Center (in 
Commerce, Justice State Dept. Appropriations) 

Domestic Issues : 

1) Electricity Restructuring : drafting legislation, testifying at hearings, building 
coalitions, on-going education and message development. Goal : pass in House 
transmission reliability, customer choice, energy services, stranded cost recovery, 
aggregation and PUHCA repeal legislation while successfully modifying 
damaging language on reciprocity, consumer "right to know", consumer benefits 
funds, PURPA and environmental provisions. 

2) Oil & Gas Royalties : Ongoing effort by the Minerals Management Service 
(MMS) of the Department of the Interior (DOI) to finalize new regulations 
regarding crude oil royalty valuation, and development of similar regulations for 
gas, that attempt to capture for the federal government value added downstream 
of federal lease production. Goal : Reach a permanent solution, rather than 
continuing to pass appropriations riders to temporarily prevent MMS from 
finalizing its regulations. This includes, passage of royalty-in-kind legislation, or 
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some type of negotiated solution between industry and MMS that is legally- 
binding and monitored by Congress. 

3) Commodity Futures Tradine Commission (CFTQ/Derivatives : Recent CFTC 
"concept release" has raised new questions about who has the authority to 
regulate derivatives. CFTC to be reauthorized before 2000. Goal : Obtain a 
statutory exemption from CFTC regulation for energy derivatives, prevent a 
movement of regulatory authority over energy derivatives to other financial 
regulatory agencies (Fed, Treasury, SEC). Maintain light handed regulation. 

4) Global Climate Chanee/ Clean Air : December 1997 Kyoto treaty, as well as 
EPA actions on C02, NOx, particulate matter, and mercury have escalated the 
debate on clean air regulation and climate change prevention. Goal : 

Introduction and debate of bi-partisan legislation on "credit for early action" to 
reduce greenhouse gases and other bills that employ market-based solutions to 
climate change. Ongoing education of Congress, environmental, and industry 
groups as to the potential for market based solutions to climate change, as well as 
support for Enron new business opportunities arising from the climate change 
debate. 

5) Bankruptcy Reforms : provisions in consumer and business bankruptcy 
legislation could affect federal oil and gas leasing impacting ECT lending to 
producers and EOG lease development. Goal : Pass bankruptcy technical 
corrections that clarify treatment of production payments under the bankruptcy 
code. Defeat Department of Interior proposals to change the classification of 
federal mineral leases under the bankruptcy code, work with Congress and 
possibly DOI to address producer and lender concerns. 

6) Houston Ship Channel : Contentious issue over reimbursement for pipeline 
relocations caused by deepening/ widening work performed by the Houston 
Port Authority and Army Corps of Engineers. Goal : Work with the Port of 
Houston to identify and pursue federal appropriations that will fund pipeline 
relocations to at least 50% of the cost. Work to divert possible litigation by 
pipeline coalition against the Army Corps of Engineers or Port of Houston to 
recover relocation costs. 

7) Hydro Re-licensing : a) Portland General "Pelton Round Butte Project" 
competitive license application from Warm Springs Tribes, and b) legislation to 
reform the federal re-licensing process. Goals : a) work with PGE and counsel to 
identify and educate policy makers within DOI and other environmental/ 
resources agencies and Congress as to why PGE should be granted a renewed 
license in 2001, or full value of rate based dollars, and b) work with hydropower 
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industry groups toward introduction of bi-partisan legislation to streamline the 
re-licensing process. 

8) Transwestem/Navaio Nation : negotiations with the Navajo Nation over 
Standing Rock compressor station construction, 2003 pipeline right-of-way 
renewal and specific lateral expansion. Goal : Successful agreements for pipeline 
right-of-way renewal, with government affairs support with Congress and 
federal agencies. 

9) Florida Gas Transmission's SOONER project (CONFIDENTIAL! : Proposed 
FGT construction of an oil pipeline from Baton Rouge, LA to south Florida, 

Goal : Possible work with U.S. Maritime Administration (MARAD) and Congress 
to implement reforms to the MARAD loan guarantee program which would 
mitigate the potential competitive disadvantage to oil pipelines from tankers 
(without jeopardizing Enron's use of MARAD loan guarantees in power barge 
projects). Prefer special funding to Sooner for environmental demonstration, 

10) Nuclear Waste : PGE requires Nuclear Regulatory Commission approval for 
one time movement of containment vessel plus permanent waste site. Goal : 
Achieve NRC approval and heavily monitor permanent waste debate. 

11) Treatment of Gas Pipelines on the Outer Continental Shelf fOCSi : 

Clarification is needed to rectify a "dual" transportation market offshore. While 
48% of offshore pipelines in the Gulf of Mexico are considered interstate 
transmission lines subject to FERC regulation, 45% are producer-owned 
gathering lines not subject to FERC regulation. Goal : legislation or FERC 
regulation to permit offshore transmission lines to be treated as gathering lines 
(rather than pipelines regulated by FERC) and establish a complaint process for 
ail pipelines under the OCS Lands Act. 

12) Reforms to the National Environmental Policy Act (NEPAL streamline and 
expedite the way federal agencies do environmental reviews during construction 
of pipeline, hydropower, water, or other infrastructure projects. Supplement 
efforts with INGAA study, proposed for 1999. 

13) Opening of federal lands to oil & gas exploration and development : position 
Enron to take advantage of possible trend developing within Department of 
Energy, Department of Interior, U.S. Forest Service to allow drilling on federal 
lands. Goal : Work with environmental community and Congress to highlight the 
advantages Enron brings as a "green" company toward being a good 
environmental steward for such projects on federal land. 
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14) FERC regulatory modernization for eas pipelines : ongoing education efforts 
with Congress on FERC's efforts to move toward greater competition by 
modernizing regulation in areas such as treatment of gas pipelines on the outer 
continental shelf, removing price caps on the short term markets, providing 
pipelines the ability to negotiate terms and conditions. 

15) Environmental issues : monitor and analyze legislation on issues such as 
Superfund, RCRA, clean water, wetlands, dean air, endangered species, and 
regulatory reform to look for opportunities for amendments or improvements . 
that would benefit Enron and industry. 

16) Department of Defense/Federal Government Privatization :- monitor 
legislation dealing with privatization of DoD and other federal government 
energy and water facilities. Goal : Support Enron Federal Solutions, Inc. by 
assisting with meetings and contacts with key policy makers; introduce 
legislative amendments as necessary to enable goal achievement. 

17) Pipeline Safety Reauthorization : ongoing work on legislation and regulation 
regarding pipeline safety reauthorization, user fees, demonstration projects, 
improvements to state "one-call" systems, and other safety measures. 

18) Health Care Reform : This Congress has been focused on reforming health 
management organizations and providing patience protections. Similar, and 
perhaps more far-reaching, proposals may be considered in the next Congress. 

Goal : Work to ensure that any health care legislation does NOT include 
increases in employer liabilities beyond current ERISA regulations, loss of 
employer tax deduction for health care expenses, or significant increases in 
health care cost to the employer to achieve compliance costs. 

19) Private Use : Congress will pass legislation to either repeal or codify the I.R.S. 
Ruling. Goal : Pass legislation to codify. 

20) BPA: Congress will address market power issues and debt issues associated 
with BP A, TV A and Power Marketing Authorities. Goal : Pass legislation to 
assure FERC equivalency of all transmission and mitigate market power abuses. 

21) Railroa ds: Congress will have hearings and possible legislation to address 
monopoly power. Goal : monitor debate and report to ECT. 

22) Other Issues : 

• Encryption legislation 

• Year 2000 (Y2K) Compliance legislation 

• Pension Issues (ESOP and Portability) 

• OSHA reform 

Unanticipated Issues will arise in every Congress which must be addressed as 
they arise. 
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Committee on Governmental Affairs 

EXHIBIT #A-2 


Overview of Key Energy Policy Issues 

The debacle in the California energy market has provided those who do not 
support ot do not understand competitive wholesale markets, an opportunity to exploit 
problems in an attempt to roll back progress made in restructuring the industry. This has 
caused Congress and the FERC to focus unwarranted attention on the role of competitive 
power traders and power plant operators that may have engaged in “price manipulation”, 
“economic withholding" and other alleged dubious behavior. Consequently, policy 
makers who are not regularly exposed to the workings of energy commodity markets are 
eager to take measures that they believe will increase transparency and prevent market 
abuse. Unfortunately, FERC regulators and lawmakers may take actions that could be 
detrimental to Enron, rather than address fundamental reforms necessary to improve 
competitive wholesale markets. 

Such actions being considered include: 

• Legislation prohibiting FERC from mandating utility participation in an RTO. 

» Legislation compelling disclosure of information about the quantity and price of 
each sale of electric energy made in wholesale markets. 

• Amending FERC’s marketing affiliate rules in such a way as to unduly hinder 
transactions between gas and power transmission companies and their affiliates. 

• Legislation and/or FERC rules restricting the ability of entities to transact under 
market-based rates if the FERC finds that the market is not “competitive” or if a 
seller has “unmitigated market power in the generation or transmission of 
electricity”. 

Despite temptations and pressure to take such steps, FERC should be commended for 
continuing to move forward with market reform - especially for its bold (and unanimous) 
decision to establish 4 large RTOs, 

However, there remains a fundamental problem with the lack of understanding among the 
Commissioners and others formulating energy policy of how commodity markets work 
and how Enron and its online trading platform actually enhance transparency and 
competition. The jack of understanding increases the risk that FERC will take remedial 
measures to address pricing and market manipulation, rather than dealing with the root 
causes of ineffective wholesale competition. Therefore, throughout the discussions, 
every opportunity should be taken to explain how Enron and other energy traders 
contribute to competition and that the FERC should move forward with RTO formation 
and other fundamental refonns rather than attempt to ferret out non-existent 
manipulation. You may -want to be prepared to discuss the following: 
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• Overview of how EnronOnline operates and how parties can access EnronOnline 
to monitor prices. However, it should be emphasized that EnronOnline is not 
used as a defined reference price for OTC contracts. (If this were the case, there 
would be heightened concerns about regulating EnronOnline.) 

• Explain the role of Enron as a “market maker” and describe how this role 
contributes to competition and price transparency. 

• Explanation of bow derivative products and other risk management products 
contribute to efficiency and benefit consumers. 

• Emphasize that underlying fundamentals of the physical market (e.g., supply and 
demand; transmission constraints; competitive market structure; availability of 
reliable information) impact the value of derivative products (swaps, options, etc.) 
- NOT THE OTHER WAY AROUND! Therefore, FESC should focus on 
correcting the underlying physical operation of the market rather than dwelling on 
the role of traders. 

• Accordingly, Congress and the FERC should take steps to 1) mandate creation of 
four large regional transmission organizations (RTOs); 2) eliminate the native 
load exception to FERC open access rules that allows for separate and 
discriminatory terms of access to the interstate transmission grid; 3) mandate that 
non-jurisdictional transmission companies participate in RTOs; 4) expedite siting 
of gas and power transmission facilities and establish uniform and non- 
discriminatory terms of power plant interconnections to the transmission grid. 

• Describe how formation of RTOs and other measures will enhance competition 
and transparency and how this, in turn, will benefit consumers (particularly in 
those states that are introducing competition into retail markets). 


ENRON’S FERC PRIORITIES 

Formation of Large Regional Transmission Organizations 
Background 

In 1996, the FERC issued Order No. 888, which required transmission companies subject 
to FERC jurisdiction to provide non-discriminatory terms of access to its transmission 
grid. Utilities operating in tight pool arrangements (NYPP, NEPOOL, PJM) were 
required to either file reformed power pooling agreements or establish an Independent 
System Operator (ISO) system consistent with the principles outlined by the FERC. 
Ultimately, NYPP, PJM, NEPOOL and the California utilities opted to form ISOs. 
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In 1999, the FERC found continued discrimination in the provision of transmission 
services by vertically integrated utilities. To remedy this discrimination, FERC issued 
Order No. 2000 that established a voluntary approach to formation of regional 
transmission organizations (RTOs) that would assume operating control of public 
utilities' transmission assets. The FERC’s goal was to form RTOs voluntarily and in a 
timely manner, but it warned that it would reconsider what other steps it would take to 
realize its goal of RTO formation. 

Clearly dissatisfied with the pace and quality of RTO formation, on July 12, 2001, the 
FERC unanimously ordered expedited 45-day mediation proceedings to conduct good 
faith negotiations to address unresolved issues in the formation of independent RTOs in 
the Northeast (combining the NYISO, NE ISO and PJM) and Southeast regions of the 
United States. When acting on the July 12 orders, FERC stated its strong preference for a 
single RTO in each of a handful of regions around the country: the Northeast, the 
Southeast, the Midwest, and the West. The FERC also indicated its preference to adopt 
the PJM trading platform, a model that Enron’s traders now prefer. 

The presiding administrative law judge for each mediation proceeding will file a forma! 
report with the Commission, which will then determine what further action is required. 
The AU has issued its report for the Southeast RTO proceeding and has made 
recommendations that are favorable to Enron. The AU report for the Northeast RTO is 
due next week. 

Critical Issues 

Despite the FERC’s aggressive policy initiative to form 4 large RTOs, the fact remains 
that compliance is voluntary. Moreover, Transmission Operators that profess a 
willingness to participate in RTOs (e.g., the NY utilities) are determined to delay the 
process indefinitely and may refuse to participate in a FERC-defined geographic area. 
An added complexity that could delay RTO formation is the desire of certain utilities to 
form stand-alone, for-profit, Transcos that would function within an RTO (e.g.. New 
England). 

There is also significant political hostility to the FERC’s effort to establish 4 RTOs. A 
number of State Governments, Members of Congress and State Public Service 
Commissions have objected to the FERC’s bold move, raising concents about service 
reliability (especially NY City and Long Island) and objecting to an intrusion on State’s 
rights by the Federal Government. State regulators have also argued that creation of 
super RTOs will disrupt state retail competilion programs that were established in 
reliance on the existence of existing ISO structures. 

Enron is confident that we are winning the RTO battle at the FERC, particularly with 
regard to implementing RTO trading arrangements conducive to Enron’s business. 
However, Enron is concerned that implementation dates are being unreasonably delayed. 
In the case of the Northeast RTO, some of the most aggressive advocates argue that a 
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realistic commencement date is November 2003. Enron is advocating an implementation 
date of December 2002. 

Enron’s Position 

• RTO participation should be mandatory. 

• Non-jurisdictional transmission companies (i.e., TVA, munis, co-ops) should 
be required to participate in RTOs. 

• The 4 large RTOs articulated by FERC are of sufficient scope and size to 
promote competition in wholesale and retail markets. 

• The implementation date of the RTOs should be December 2002. 

• Although Enron supports the concept of for-profit Transeos, we must be 
certain that the concept will not delay timely RTO formation. 

Key Points to Raise at Meeting 

1. The Commission has made great progress in the RTO arena recently by 
advocating four large RTOs in the country. 

2. The mediation proceedings were helpful, but strong guidance from the 
Commission is now needed in the formation of each of Ihe four RTOs: 

o if important decisions and details are left to stakeholders, no further 
progress will be made; 

o the Commission must provide a detailed blueprint for the formation of 
these large RTOs and then allow stakeholders to work out the remaining 
details. 

3. Although the Commission’s jurisdiction and authority to order RTOs are being 
challenged, there are many options available to the Commission to entice entities 
to join RTOs: 

o loss of market based rate authority for failure to join; 

o a section 206 investigation of all existing wholesale power sales rates to 
consider and adjust the rates of return; 

o prohibit governmental transmission owners to utilize other jurisdictional 
transmission facilities (reciprocity); 

We have drafted a pleading laying out these procedural vehicles and would like to file 

it with the Commission, if this would be helpful. 

4. The Commission must remain committed to its “Day 2” RTO implementation 
date of December 15, 2002. Provided that the Commission gives clear, 
unambiguous directions on RTO formation, this deadline can be achieved. 
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Market Based Rates and Market Mitigation 
Background 

Wholesale power marketers and generators are granted authority to sell power at market- 
based rates upon demonstrating to the FERC that they do not have, or have adequately 
mitigated (e.g., by providing open access transmission service) market power in 
generation and transmission. The market power determination arises in a number of 
proceedings, particularly in merger and acquisition proceedings and when existing sellers 
are up for tri-annual sales re-authorization (Enron must file in January of 2003). 

In making its market power determination, the FERC relies upon a “hub and spoke” 
market analysis that has never resulted in a finding of unmitigated market power, and 
thus a denial of market based rate authority. Consequently, the Commission is coming 
under increased political pressure to re-evaluate its process for granting market-based 
rates and to consider a more stringent market power evaluation methodology. 

Specifically, Commissioner Massey has dissented in a number of recent FERC decisions 
authorizing market based rate authority. Moreover, Senator Bingaman’s energy bill 
contains language that will make it more difficult for the FERC to grant market based 
rate authority. 

Summary of Issues 

A shift to a more stringent market power analysis will mean that the FERC will find 
flaws in market operations and barriers to market entry. For example, Massey would 
widen the analysis of market power to include an examination of transmission 
constraints, market concentration at various load levels, transmission rates and terms of 
access, the availability of “appropriate hedging instruments” and other factors. If the 
Commission finds that the market is not competitive, it can take measures to mitigate 
market power. 

On one hand, a more stringent market power analysis could be beneficial in that it could 
give the FERC more leverage to attack market structural issues that impede wholesale 
competition (e.g., lack of RTO participation, other transmission issues). On the other 
hand, a strict test that cannot be passed invites the Commission to intrude upon market 
operations of traders and generators whenever the FERC observes pricing that does not 
comport with expectations. 

Moreover, the FERC lacks jurisdiction to address many factors that inhibit effective 
competition. For example, the Commission may find that market concentration for peak 
power could be mitigated by retail demand reduction, but it lacks jurisdiction to compel 
participation by retail customers in a demand reduction program. Therefore, there is a 
risk that the Commission will rely on price mitigation (price caps) to address the 
symptoms of inadequate competition rather than tackle the root causes. 
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Enron Position 


The most fundamental barrier to competition in wholesale markets is the lack of effective 
RTOs. The Commission has ample evidence demonstrating that vertically integrated 
utilities continue to discriminate in providing transmission access in order to maintain a 
competitive advantage in supply and generation. Therefore, it is appropriate to consider 
removal of market based rate authority for transmission owning utilities that continue to 
delay participation in effective RTOs. 

However, there is a danger that the Commission will overreach with its analysis and 
penalize market participants that are able to contribute to competitive wholesale markets 
despite existing barriers to entry. 

Key Points 

• Formation of effective RTOs will address the bulk of any market power concerns. 
Therefore, inordinate attention on market based rate authority could prove 
distracting. 

California and Pacific Northwest Price Mitigation Measures and Refunds 
Background. 

On August 23, 2000, FERC instituted proceedings under FPA section 206 to investigate 
the rates for energy and ancillary services into the Cal ISO and PX real time markets, in 
response to a complaint filed fay SDG&E. A similar proceeding was initiated by Puget 
Sound to examine power prices in the Pacific Northwest. On December 15, 2000 FERC 
issued an order Finding that the electric market structure and rules in California were 
“seriously flawed” and coupled with an imbalance of supply and demand, cause “unjust 
and unreasonable rates for short-term energy... under certain conditions.” The 
Commission ordered a number of remedies to correct these flaws. 

The FERC established an interim market proxy price of $150 and declared that prices 
above the proxy were presumed to be unjust and unreasonable unless a party was able to 
demonstrate otherwise. Failure to justify costs above the clearing price would trigger a 
refund obligation. The interim methodology was to be replaced by a new methodology by 
May 1, 2001. On April 26, 2001 the FERC adopted a price mitigation plan for the 
California market. The FERC modified the price mitigation formula and extended its 
application throughout the western States in an order dated June 19, 2001 . The FERC’s 
June 19 lh decision also ordered a settlement conference to be held before its Chief 
Administrative Law Judge to resolve refund issues for past periods. 

Parties made little progress in settling the refund issues and the ALJ recommended that 
FERC order a trial type evidentiary hearing limited to developing a factual record against 
which to apply a refund methodology, and recommended that a refund methodology be 
applied retrospectively. 



On Juiy 25, 2001, (he Commissioners substantially adopted the Judge’s recommendations 
ami ordered the refund proceeding. 

Status of Proceeding and Key Dates: 

Prehearing conferences have been held on August 13 and September 5. Currently, 
discovery and case preparation are ongoing. Testimony on the mitigated price and the 
seller refund amounts/offsets thereto, are due on October 15 and October 26, 
respectively. The hearing is to occur on November 14-20, and the Judge must certify his 
findings to the Commission by December 13. 

Summary of Key Issues and Enron’s Position: 

Enron has filed a request for rehearing of the FERC’s July 25 lb order and it is likely that 
this will be appealed to the Circuit Court. Enron strongly believes that no refunds, 
especially retroactive refunds, are warranted. There has been no finding that any market 
participant in the California spot markets has abused market power. Enron has simply 
conducted business in accordance with its tariff and all applicable tariffs, rules and 
regulations applicable in the California wholesale market. However, given the fact that 
this is a refund proceeding, Enron must be allowed to offset its purchases in the market 
against any refunds that are attributable to its sales in the market. Enron must also be 
permitted the opportunity to offset the receivables it is owed by California parties against 
refund amounts ultimately determined to be due. 

What is at stake for Enron: 

At stake is certainty and finality of transactions in conducting its business in accordance 
with applicable rules, regulations, orders and laws. Chilling effect on deregulation 
initiatives throughout the U.S. Financial exposure is also a result. However, the financial 
exposure in the California proceeding is not considered to be material. If netting between 
purchases and sales is allowed, Enron estimates that it will owe approximately $ 4 
million. Enron has greater exposure in the Pacific NW proceeding where parties are 
demanding approximately $100 million in refunds from Enron. 

Key Points to be Made: 

* Enron recognizes the difficult task that the Commission has confronted over the 
past year as it attempted to deal with a hopelessly misguided market structure and 
resulting conditions brought about by political conditions in the state of 
California. We commend the Commission for having taken forceful and 
economically rational measures to fix California’s market structure. The time has 
now come to end the investigations related to past activities in electricity markets 
in California and throughout the WSCC and to move forward for the benefit of 
the consumers. 
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Changes to Transmission Marketing Affiliate Rules. 

Background 

In response to the controversy surrounding the activities. of El Paso Gas Pipeline and its 
marketing affiliate, the FERC initiated a review of its existing gas and power marketing 
affiliate rules to determine whether the rules need to be revised in light of rapidly 
changing market conditions. 

It is anticipated that the FERC will amend the marketing affiliate rule and standards of 
conduct for natural gas pipelines to more closely resemble the more stringent rules 
applicable to power transmission providers, particularly with regard to reporting of 
discounts to affiliates and reporting of transfers between transmission companies and 
affiliates, 

Enron expects that the FERC will issue a notice of proposed rulemaking (NOPR) at the 
September 26 th meeting and a final rule may be implemented early in 2002. 

Summary of Issues 

Without the benefit of a published NOPR, it is difficult to define the issues being 
considered. However, Enron’s biggest concern is that the Commission will impose 
unduly restrictive conditions on pipeline marketing affiliates that will impede operations. 
At this point we do not expect divestiture to be a problem. 

Enron Position 

• Enron supports expanding the definition of “marketing affiliate” to include 
generation affiliates of the gas pipeline. 

• Blanket application of the stringent electricity rules to the gas pipeline industry is 
unwarranted due to the fundamental differences in the structure of the two 
industries. Specifically, unlike the power industry, the gas industry is completely 
unbundled and pipelines are not in the merchant business. Therefore, many of the 
abuses that could occur on the electric side do not occur in the gas business. 

Key Points to Raise 

• There are few problems with the existing gas pipeline marketing affiliate rule. 
The rule has served the industry well for nearly 15 years. The Commission 
should address the El Paso problem and other allegations on a case-by-case basis 
and spend their remaining resources on addressing other fundamental problems in 
the market. 

• If the Commission intends to change the rule, it should keep in mind that 
marketing affiliates are key players in commodity markets and that they should 
not be unduly burdened with requirements or restrictions that hamper commercial 
innovation and transactions. 
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701 Brazos Street, Suite 310 

Phone #: 

512-320-5965 


Austin, TX 78701 

Fax#: 

512-320-5991 


Assistant: Margo Reyna 

Phone #: 

713-853-9191 

- 
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Sue Mara. Repfonal Director 

I 101 California Street, Suite 1950 

San Francisco, CA 94111 

Phone #: 
Fax #: 

Pager #: 

415-782-7802 

415-782-7854 

888-916-7185 

Regional Director - California 

Assistant: Christopher Malone 

Phone #: 

415-782-7841 


Sandra McCubbin, Director 

101 California Street, Suite 1950 

San Francisco, CA 94111 

Phone #: 
Fax #; 

Pager #: 
Cellular: 

415-782-7843 
415-782-7854 
888-91 571 87 
916-768-7227 

California 

Assistant: Christopher Malone 

Phone #: 

415-782-7841 


Beckv Merola. Director 

Phone #: 
Fax#: 

Pager #: 

614-792-6021 

.614-791-6149 

888-916-2269 

Mid Atlantic / New York / 

New England 

400 Metro Place North 

Dublin, OH 43017-3375 

Assistant: Laurie Knight 

Phone#: 

614-760-2704 


Janine Miaden. Req tonal Director 

Phone #: 

614-718-6335 

_RegionaI Director - Great Lakes 
? Midwest 

400 Metro Place North 

Dublin, OH 43017-3375 

Fax#: 

Pager #: 

614-791-6149 

838-916-2270 

Assistant: Laurie Knight 

Phone #: 

614-760-2704 


Steve Montovano, Director 

Phone #: 

614-792-6030 


400 Metro Place North 

Dublin, OH 43017-3375 

Home Fax #: 
Fax#: 

Pager #: 

614-760-9734 

614-791-6149 

888-916-7186 

New England 

Assistant: Sharon Eley 

Phone#: 800-888-8305x301 


Sue Nord. Director 

Phone #: 

603-224-5942 

Policy Development / 
Coordination i 

2 Capitol Plaza 

Concord, NH 03301 

Fax#: 

Pager #: 

603-224-7601 

800-559-4935 

Assistant: Terri Miller 

Phone #: 

603-223-2520 


Mona Petrochko, Director 

Phone #: 

415-782-7821 

California 

101 California Street, Suite 1950 

San Francisco, CA 94111 

Fax#: 

Pager #: 

415-782-7854 

888-916-7183 


Assistant: Christopher Malone 

Phone #: 

415-782-7841 


Thom Reichelderfer . Manaqer 

Phone #: 

614-791-6159 

Great Lakes / Midwest 

400 Metro Place North 

Dublin, OH 43017-3375 

Fax#: 

Pager #: 

614-791-6149 

888-916-7189 


Assistant: Laurie Knight 

Phone #: 

614-760-2704 
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Frank Rtshe. Manaqer 

343 Thornall Street, 5 th Floor 

Edison, NJ 08837 

Phone #: 
Fax #: 
Pager #: 

800-888-8305 x223 
732-549-5701 
888-916-7190 

Mid Atlantic I New York / 

New England 

Assistant: Sharon Eley 

Phone #: 800-888-8305 x301 


' Jim Steffes. Senior Reaional Director 

Phone it: 

713-853-7673 


1400 Smith Street, EB 1060 

Houston, TX 77002 

Fax#: 
Pager #: 

713-646-8160 

888-906-9876 

New England 

i Assistant: Marcia Linton 

Phone #: 

' 713-853-3226 


JinfTarpev, Director 

Phone #: 

303-575-6491 

West 

One Tabor Center 

120017 th St., Suite 2750 

Denver, CO 80202 

Fax #: 
Pager #: 

303-534-7607 

888-916-2259 


I Assistant: Jessica Wentworth 

Phone #: 

303-575-6482 


Kate Waaner, Manaqer 

14Q0 Smith Street, EB 1039a 

Houston, TX 77002 

Phone #: 
Fax#: 
Pager #: 

713-853-5880 

713-646-8160 

888-208-7447 

South Central / South East 

Assistant: Margo Reyna 

Phone #: 

713-853-9191 


Lisa Yoho, Director- 

Phone #: 

202-466-9155 
. 202-835-0971 
888-906-9874 


1775 Eye Street NW, Suite 800 
Washington, DC 20006 

Fax#: 
Pager #: 

New England 









290 


p — — - 

' FERC 


Joe Hartsoe, Vice President 

Phone#: 

202-466-9150 

FERC 

1775 £ye Street NW, Suite 800 
Washington, DC 20Q06 

Fax #: 

202-955-8496 


Assistant: Bernadette Hawkins 

Phone #: 

202-466-9147 


Tom Delanev. Director 

Phone #: 

602-840-3800 

FERC . 

4742 N. 24' 1 ’ Street, Suite 165 

Fax#: 

602-840-3804 


Phoenix, AZ 85016 

Cellular #: 

602-321-5017 


Assistant: Marcie Milner 

Phone #: 

602-840-3800 


Mary Main. Director 

Phone #: 

503-464-8862 

FERC 

Three World Trade Center 

Fax#: 

503-464-3740 


121 SW Salmon, 3WTC-0306 

Portland, OR 97204 

Pager #: 

'800-905-9242 


Assistant: Lysa Akin 

Phone#: 

503-464-7927 


Richard Inoersoli, Vice President 

Phone #: 

.713-853-5415 

FERC 

1400 Smith Street, EB 1031 

Fax #: 

713-646-8160 


Houston, TX 77002 

Pager #: 

888-397-1822 


Assistant: Gloria Soiis, EB 1035a 

Phone #: 
Paqer #: 

713-853-9481 

888-916-9576 


Dave Manoskau >. Director 

Phone #: 

701-258-4482 

FERC 

j 98 Country Club Drive 

Fax#: 

701-258-5542 


j Bismarck, ND 58501 

Pager#: 

800-390-0449 


| Assistant: Marcie Milner 

Phone #: 

602-840-3800 


Christ i Nicolav , Director 

Phone #: 

713-853-7007 

FERC 

1400 Smith Street, EB 1057b 

Fax#: 

713-646-8160 


Houston, TX 77002 

Pager #: 

800-778-8364 


Assistant: Gloria Solis 

Phone#: 

713-853-9481 

- ' 


Pager #: 

888-916-9576 


Sarah Novosel. Director 

Phone #: 

202-466-9160 

FERC 

1775 Eye Street NW, Suite 800 
Washington, DC 20006 

Fax#: 

202-955-8496 


Assistant: Bernadette Hawkins 

Phone #: 

202-466-9147 


Charles Yeuna. Manaaer 

Phone #: 

713-853-0348 

FERC 

1400 Smith Street, EB 1036a 

Fax#: 

713-646-8160 


Houston, TX 77002 

Pager #: 

800-605-8249 


Assistant: Gloria Solis 

Phone #: 
Pager #: 

713-853-9481 
888-916-9576 . 

■ 


jq_\N 0OOW49J 
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1 ■ ■_ . External Government-Affairs 1 

Joe Alien, Vice President 

Phone #: 

713-353-3024 

Austin Numbers; 

1400 Smith Street, EB 50M06 

Fax#: 

713-853-7297 

Phone#: 512-482-8823 

Houston, TX 77002 

Pager #: 

800-218-5399 

Fax#: 512-482-8404 

Assistant: Earlene Kaiser, EB 50M07 

Phone #: 

713-853-7870 


Bill Moore, Director 

Phone #: 

713-853-5572 


1400 Smith Street, EB 50MQ5 

Fax#: 

713-853-7297 


Houston, TX 77002 

Pager #: 

800-676-8931 

■ 

Assistant: Earlene Kaiser 

Phone #: 

713-853-7870 


Gavin Russo, General Manaaer 

Phone #: 

, 713-853-6296 


Tax/External Gov't Affairs 

Fax #: 

713-853-7297 


1400 Smith Street, EB 50M04 

Houston, TX 77002 

Pager #: 

* 

800-690-5292 


Assistant: Sandy Rodriguez, EB 4359 

Phone #: 

713-853-7183 

] 

Geriann Warner, Executive Secretary 

Phone #: 

713-853-5036 


1400 Smith Street, EB 50M05a 

Houston, TX 77002 

Fax #: 

713-853-7297 

. 


|| American Indian Affairs i] 

Christie Patrick, Vice President 

Phone #: 
Fax #: 
Pager #: 
Cellular #: 

713-853-6117 

713-646-8160 

800-653-3685 

713-823-0777 


1400 Smith Street, EB 1035b 

Houston, TX 77002 


| Assistant: Miriam Brabham, EB1037a 

Phone #: 

713-345-7407 


J Roper Frapua, Manaaer 

1400 Smith Street, EB 1036b 

Houston, TX 77002 

Phone #: 
Fax #: 

Pager #: 
Cellular #: 

713-853-6546 

713-646-8160 

800-503-6647 

713-907-2600 

1 

j Assistant: Miriam Brabham, 

mm ■ 

713-345-7407 



!* Mexico 

Ricardo Charvel. Director 

Phone #: 01 1-525-258-9925 
Fax #: 011-525-570-5372 

Cellular #: 01 1-525-1 04-5765 

K-Vi W ® 5 ® 4 J 

Enron de Mexico 

Av. Vasco de Quiroga 2121 PH-505 
Edifico Corporativo Piramide 

Col. Pena Blanca Santa Fe 

Mexico D.F. 01210 Mexico 
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Water 


Carolyn Green , Vice President 

Phone #: 

713-345-5523 


1200 Smith Street, 3AC0115a 

Fax#: 

713-345-5536 


Houston, TX 77002 

Cellular #: 713-304-5971 


Assistant: Brenda Barreda, 3AC0118a 

Phone #: 

713-646-8667 



1 Federal Government Affairs i 

Joe HHIinas. Vice President and 

Phone #: 

202-466-9145 


General Manaqer, Federal Gov’t Affairs 

Fax #: 

202-828-3372 


1775 Eye Street NW, Suite 800 

1 Washington, DC 20006 

Cellular #: 

202-236-9650 


J Assistant: Lora Sullivan 

Phone'#: 

202-466-9142 


Cynthia Sandherr , Vice President, 

1 Federal Legislative Affairs 

1775 Eye Street NW, Suite 800 

1 Washington, DC 20006 

Phone #: 
Fax#: 
Cellular #: 

202-466^9143 

202-828-3372 

202-253-2632 


Assistant: Stacey Bolton 

Phone#: 

202-466-9141 


1 Jeffrey Keeler, Director, Federal 

J Lectfslative Affairs 

1 1775 Eye Street NW, Suite 800 
j Washington, DC 20006 

Phone #: 
Fax#: 
Cellular #: 

202-466-9157 

202-828-3372 

202-210-9143 


| Assistant: Amy Fabian 

Phone #: 

202-466-9144 


Chris Loner, Director, Federal Gov’t 

Phone #: 

202-466-9158 


Affairs 

1775 Eye Street NW, Suite 800 
Washington, DC 20006 

Fax #: 
Cellular #: 

202-828-3372 

202-236-3259 


Assistant: Amy Fabian 

Phone #: 

202-466-9144 


Carolvn Coonev, Office Manaaer 

1775 Eye Street NW, Suite 800 
Washington, DC 20006 

Phone #: 
Fax #: 
Cellular #: 

202-466-9146 

202-828-3372 

202-253-2625 


| Assistant: Mericha Morrissette 

Phone #: 

202-466-9161 
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1 - . : Competitive Analysis '7i 

Margaret Carson. Director 



713-853-7088 


1400 Smith Street, EB 1068 
Houston, TX 77002 


Fax #: 

713-646-4702 


Assistant: Joan Stransky, EB 1055b 

Phone #: 

713-853-7431 


Rita Ha rtf ie Id. Manager 


Phone #: 

713-853-5854 


1400 Smith Street, EB 1058a 
Houston, TX 77002 


Fax #: 

713-646-4702 


Assistant: Joan Stransky 


Phone #: 

713-853-7431 



1 Public Policy 4 1 

Rob Bradlev, Director 

1400 Smith Street, EB 1074 

Houston, TX 77002 

Assistant: Joan Stransky 

Phone#: * 713-853-3062 

Fax#: 713-646-4702 

Phone#: 713-853-7431 



j Information and Administration | 

Elizabeth Linneif, Supervisor 

1400 Smith Street, EB 1048 

Houston, TX 77002 

Phone#: 713-853-3896 

Fax#: 713-646-8160 

Pager #: 888-740-9948 


Lvnnette Barnes, Research Analyst 
1400 Smith Street, EB 1061b 

Houston, TX 77002 

Phone#: 713-853-9287 
Fax#: 713-646-8160 


Linda Lawrence , Rates/Research 
Analyst 

1400 Smith Street, EB 1062b 

Houston, TX 77002 

Phone#: 713-853-6872 
Fax#: 713-646-8160 


Stephanie McMurrav . Research 

Analyst 

1400 Smith Street, EB 1062a 

Houston, TX 77002 

Phone#: 713-853-6850 
Fax#: 713-646-8160 


Salisha Ramos , Clerk 

1400 Smith Street, EB 1054 

Houston, TX 77002 

Phone#: 713-853-6607 

Fax#: 713-646-8160 

Pager#: 713-902-9127 

' EC-W 000003406 , 
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Recent events are generating political momentum toward the 
supposed “safety net” of government regulation and away from 
open markets 
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Note: This is a snapshot of current activities. Resource allocation to specific issues is adjusted over time In response 
to external events and commercial priorities. Resource numbers reflect: (1) cost of outside services, and (2) FTEs. 
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Note: This is a snapshot of current activities. Resource allocation to specific issues is adjusted over time in response 
to external events and commercial priorities. Resource numbers reflect: (1) cost of outside services, and (2) FTEs. 
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UNITED STATES DISTRICT COURT 
SOUTHERN DISTRICT OF TEXAS 
HOUSTON DIVISION 


.Committee on Governmental Affairs 

EXHIBIT #A-5 


UNITED STATES SECURITIES 
AND EXCHANGE COMMISSION, 


Plaintiff, Civil Action No. H-02-3 127 

v. COMPLAINT 

MICHAEL J. KOPPER, 

Defendant. 


Plaintiff Securities and Exchange Commission (the "Commission") for its Complaint alleges as 
follows: 


SUMMARY 


1. The defendant Michael J. Kopper, a former employee of Enron Corp., engaged, along with 
others, in a self-enriching scheme to defraud Enron’s security holders through the use of certain 
off-balance-sheet entities. 

2. By his conduct, Kopper, directly and indirectly, engaged in acts, practices, and courses of 
business that violated, and unless enjoined may again violate, Section 10(b) of the Securities 
Exchange Act of 1934 ("Exchange Act”) [15 U.S.C. § 78j(b)] and Rule 10b-5 thereunder [17 
C.F.R. § 240.1 Ob-5]. 


3. The Commission requests that this Court permanently enjoin Kopper from violating the 
foregoing federal securities laws, prohibit him permanently and unconditionally from acting as an 
officer or director of any issuer of securities that has a class of securities registeredpursuant to 
Section 12 of the Exchange Act or that is required to file reports pursuant to Section 15(d) of such 
Act, order him to disgorge gains from the violations, and order such other and further relief as the 
Court may deem appropriate. 


JURISDICTION AND VENUE 

4. The Court has jurisdiction over this action pursuant to Sections 21(d), 21(e), and 27 of the 
Exchange Act [15 U.S.C. §§ 78u(d) and (e) and 78aa]. 

5. Venue lies in this District pursuant to Section 27 of the Exchange Act [15 U.S.C. § 78aa] 
because certain acts or transactions constituting the violations occurred in this District. 

6. In connection with the acts, practices, and courses of business alleged herein, Kopper, directly 
or indirectly, made use of the means and instruments of transportation and communication in 
interstate commerce, and of the mails and of the facilities of a national securities exchange. 

7. Kopper, unless restrained and enjoined by this Court, will continue to engage in transactions, 
acts, practices, and courses of business as set forth in this Complaint or in similar illegal acts and 
practices. 
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DEFENDANT 


8. Michael J. Kopper, age 37, resides in Houston, Texas. Kopper held various positions at Enron 
from approximately 1994 through July 2001 . For most of that time, Kopper reported to Enron's 
Chief Financial Officer ("CFO"). Between January 2000 and July 2001 , Kopper also was a 
managing director of LJM2 Capital Management. In late July 2001 , Kopper left Enron to run LJM2 
Co-Investments LP, an affiliate of entities that Kopper purchased from Enron's CFO for 
approximately $16.5 million. 


CORPORATIONS INVOLVED 


9. Enron Corp. is an Oregon corporation with its principal place of business in Houston, Texas. 
During the relevant time period, the common stock of Enron was registered with the Commission 
pursuant to Section 12(b) of the Exchange Act and traded on the New York Stock Exchange. 
Among other businesses, Enron was engaged in the purchase and sale of natural gas, 
construction and ownership of pipelines and power facilities, provision of telecommunication 
services, and trading in contracts to buy and sell various commodities. Prior to December 2, 

2001 , Enron was reportedly the seventh largest corporation in the United States. On December 3, 
2001 , Enron filed for bankruptcy protection under Chapter 1 1 of the U.S. Bankruptcy Code. 

FACTUAL ALLEGATIONS 


Enron's Use of Off-Balance-Sheet Special Purpose Entities 

10. Starting in at least the early 1990’s, Enron funded certain of its investments by entering into 
arrangements with outside third parties. These joint investments typically were structured as 
separate, special purpose entities ("SPEs") to which Enron and other investors contributed assets 
or other consideration. Enron's treatment of the entities for financial statement purposes was 
subject to accounting rules that governed whether an entity should be consolidated in its entirety 
(including its assets and liabilities) onto Enron's balance sheet, or should be treated as an 
investment by Enron in a separate entity not under Enron's control. With respect to certain 
entities, Enron management preferred the latter result - known as "off-balance-sheet"- because it 
enabled Enron to present itself more attractively as measured by criteria favored by Wall Street 
investment analysts and credit rating agencies. 

11. Enron engaged in myriad SPE and other transactions that were structured to achieve off- 
balance-sheet treatment. Under applicable accounting rules, an SPE could receive off-balance- 
sheet treatment only if independent third-party investors contributed at least three percent of the 
SPE’s capital, and the third party investment were genuinely at risk, among other things. If the 
third party were not truly independent, or its investment were not truly at risk, consolidation of the 
SPE onto Enron's balance sheet would be required. 

12. Starting in at least early 1997, Kopper and others devised a scheme to defraud Enron's 
security holders by enriching themselves through the use of certain Enron SPEs. Some of these 
SPEs were not eligible for off-balance-sheet treatment because the supposedly independent third 
party investors were controlled by the CFO, Kopper, and others and because the third party 
"investment" was not at risk, since Enron, the CFO, Kopper, or others provided the funds to be 
invested or guaranteed the investment against risk of loss. Thus, these SPEs should have been 
consolidated onto Enron's balance sheet. 

13. Enron nevertheless engaged in various transactions with these SPEs that were designed to 
improve its apparent financial results. Meanwhile, Kopper and others used their simultaneous 
influence over Enron's business operations and the SPEs as a means to secretly and unlawfully 
generate millions of dollars for themselves and others. 
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RADR 

14. In early 1997, Enron's holdings included a number of California wind farms that were partly 
owned by an Enron subsidiary named ZOND. At the time, California and federal energy 
regulations granted substantial economic benefits to alternative energy facilities that met certain 
requirements, including a requirement that they not be owned by public utilities(''quaiifying 
facilities," or "QF"). Because Enron was in the process of purchasing a public utility, Portland 
General Electric, its wind farms would become ineligible for QF status unless ZOND's interests 
were sold. 

15. In approximately May 1997, Kopper and others devised a scheme to enrich themselves and 
to enable Enron to retain secret control over the California wind farms while appearing to maintain 
eligibility for QF status. Enron’s CFO and Kopper caused the creation of SPEs known as "RADR 
ZWS, LLC," and "RADRZWS MM, LLC" (collectively, "RADR") which purchased ZOND's interest 
in the wind farms. RADR was funded mainly with a $16.4 million loan from an Enron subsidiary. 
Rather than seek independent third party equity investors, and to insure that Enron effectively 
monitored control over the wind farms, Enron's CFO and Kopper contacted several of their 
personal friends, including a friend of the Enron CFO's wife, Kopperis domestic partner, and a 
Houston real estate broker. 

16. The Enron CFO arranged to fund some of the friends' "investments" by making an unsecured 
personal loan to Kopper, who in turn made unsecured loans to the friends, so that they could 
"invest" in RADR. It was understood that the friends would repay Kopper with distributions from 
their RADR "investments," and Kopper would in turn repay Enron's CFO. It was further 
understood that, at some time in the future, Enron would repurchase the RADR entities. The 
repurchase price would increase over time, so that the longer it took Enron to repurchase RADR, 
the higher the price it would have to pay. The RADR transaction was a model for later 
transactions, which came to be known within Enron as "Friends of Enron" deals. 17. Between 
August 1997 and July 2000, RADR generated approximately $2.7 million in distributions to the 
investors. In July 2000, Enron repurchased the RADR entities, resulting inan additional gain of 
approximately $1.8 million to the investors. Two of the investors were directed by Kopper to 
transfer portions of their proceeds to various individuals. Among those who received money were 
Enron’s CFO, Kopper, several of their family members, and various Enron employees and their 
family members. 


Chewco 


18. In 1993, Enron and the California Public Employees' Retirement System ("CALPERS") 
entered into a joint venture investment partnership called Joint Energy Development Limited 
Partnership ("JEDI"). Enron was the general partner of JEDI and contributed $250 million in 
Enron stock; CALPERS was the limited partner and contributed $250 million in cash. Enron did 
not consolidate JEDI onto its balance sheet and did not include JEDi's debt in its financial 
statements. 

19. In the summer of 1997, Enron began to seek a buyer for CALPERS' share of the JEDI 
partnership so that CALPERS would agree to invest additional funds in an even larger 
partnership to be called JEDI II. CALPERS imposed a deadline of November 6, 1 997 for the 
buyout. 

20. In November 1997, Enron formed Chewco, an SPE, to buy out CALPERS' JEDI interest. 
Enron's CFO initially sought to become Chewco's general partner, but substituted Kopper when it 
became clear that Enron otherwise would have to disclose publicly the CFO’s participation. 

21. After failing to find investors willing to provide the required 3-percent outside equity for 
Chewco before the November 6, 1997 deadline, Enron arranged to fund the buyout temporarily 
through "bridge" loans from Barclays Bank PLC ("Barclays") and Chase ManhattanBank 
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("Chase"). Each bank loaned $191.5 million to Chewco, with repayment guaranteed by Enron, 
and Chewco used those loan proceeds to buy CALPERS' interest in JEDI. 

22. Because Chewco had no genuine outside equity investment, and because Enron guaranteed 
Barclays and Chase against risk of loss, Chewco did not comply with SPE rules. Enron thus 
planned, for financial reporting purposes, to replace the bridge financing before year end with 
another structure that would qualify Chewco as an SPE with sufficient outside equity. 

23. Chewco's structure at year-end again failed to meet SPE requirements. Its permanent 
financing structure consisted of a $240 million loan from Barclays guaranteed by Enron, a $132 
million advance from JEDI to Chewco under a revolving credit agreement, and approximately 
$1 1 .49 million as an apparent equity investment from Chewco's general and limited partners. 
However, Enron structured the transaction so that $11.03 million of the supposed outside equity 
was actually borrowed from Barclays by various entities controlled by Kopper. The loan was 
secured by approximately $6.58 million in cash that was generated by JEDI's. November 1997 
sale of an asset. Those funds were held in accounts that were fully pledged to Barclays, meaning 
that Barclays was partly protected against risk of loss. The remaining "outside equity" consisted 
of $125,288 provided by Kopper and his domestic partner. 

24. From December 1997 through December 2000, Kopper received various payments relating to 
Chewco, which he secretly shared with Enron's CFO. Kopper received a total of approximately 
$1.5 million in "management fees" relating to Chewco, which he shared with Enron's CFO mainly 
through checks payable to members of the CFO's family. In December 1998, Enron's CFO 
caused Enron to pay a $400,000 "nuisance fee" to Chewco as compensation for agreeing to 
amend JEDI's partnership agreement. Kopper transferred approximately $67,224of the nuisance 
fee back to Enron's CFO, again through checks written to the CFO or members of his family. In 
addition, Kopper paid the CFO’s wife approximately $54,000 for acting as a Chewco 
administrative assistant. 

25. In March 2001, Enron bought Chewco's limited partnership interest in JEDI and consolidated 
JEDI onto its financial statements. Enron’s CFO approved a purchase price of $35 million, of 
which Kopper and his domestic partner received approximately $3 million. In September 2001, 
Enron's CFO authorized a further $2.6 million "tax indemnity payment" to Chewco, which Kopper 
subsequently transferred to an account under his control. 

Southampton 


26. Still another SPE formed by Enron was a partnership called LJM Cayman, L.P. ("LJM 
Cayman"). Enron's CFO invested $1 million in LJM Cayman and was granted by Enron a limited 
waiver of Enron's conflict of Interest rules so he could run LJM Cayman as its general partner. 
LJM Cayman had two limited partners, an entity owned by Credit Suisse First Boston ("CSFB") 
and an entity owned by National Westminster Bank ("NatWest"). Each invested $7.5 million. 

27. In June 1999, Enron entered into a transaction in which a third party assigned more than 
three million Enron shares to LJM Cayman. In return, Enron received promissory notes and a 
"put" option on shares Enron owned in Rhythms NetConnections, Inc. ("Rhythms"). The Rhythms 
put option was issued by LJM Cayman's subsidiary, LJM Swap Sub, L.P. ("Swap Sub"), and 
purported to give Enron the right to sell, or put, its Rhythms shares to Swap Sub for a set price on 
certain future dates. Because Swap Sub was capitalized primarily with Enron shares, it would be 
unable to afford to pay Enron for the put option if its Enron shares fell below acertain price. 

28. During the first quarter of 2000, both Enron and Rhythms shares increased in price, making 
Swap Sub's main asset (its Enron shares) more valuable while substantially decreasing its 
potential liability on the Rhythms put option. Thus, Swap Sub had far more value than previously. 
In approximately February 2000, Kopper, three NatWest bankers, and others devised and later 
executed a scheme to defraud Enron and others by: (i) causing Enron to pay $30 million to buy 
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out, or "unwind," the banks' interests in Swap Sub; (ii) causing NatWest to accept only $1 million 
for its interest in Swap Sub, while representing to Enron that NatWest was getting $20 million, 
and (iii) splitting the $19 million balance among themselves and certain Enron and LJM 
employees. 

29. To carry out the scheme, Kopper and others caused Enron to pay $30 million (purportedly 
allocated $20 million to NatWest and $10 million to CSFB) to unwind Swap Sub. That purchase 
price was based on the Enron CFO’s false representation to Enron that NatWest and CSFB had 
agreed to sell their interests in Swap Sub for $20 million and $10 million, respectively, in fact, 
NatWest received only $1 million and had agreed to receive this sum based on 
misrepresentations and fraudulent conduct of its own employees, who sought to skim profits that 
should have gone to NatWest. 

30. As a result, the three NatWest bankers who participated in the scheme received 
approximately $7.3 million. The balance of the funds went to investors in an entity called 
Southampton LP ("Southampton"), which Kopper created. The Southampton "investors" were 
Kopper, who contributed $25,000 and caused Chewco to loan another $750,000, and received 
approximately $4.5 million, a purported charitable foundation in the name of the CFO's 
family, which contributed $25,000 and received approximately $4.5 million, and five Enron and 
LJM employees chosen by Kopper and the CFO, who contributed a total of less than $20,000 and 
received a total of approximately $3.3 million. 

CLAIM FOR RELIEF 

Violation of Section 10(b) of the Exchange Act [15 U.S.C. § 78j(b)] 
and Rule 1Qb-5 thereunder [17 C.F.R. $ 240.10b-51 

31. Paragraphs 1 through 30 are realleged and incorporated by reference herein. 

32. As set forth more fully above, Kopper, directly or indirectly, by use of the means or 
instrumentalities of interstate commerce, or by the use of the mails and of the facilities of a 
national securities exchange, in connection with the purchase or sale of securities: has employed 
devices, schemes, or artifices to defraud, has made untrue statements of material facts or omitted 
to state material facts necessary in order to make the statements made, in the light of the 
circumstances under which they were made, not misleading, or has engaged in acts, practices, or 
courses of business which operate or would operate as a fraud or deceit upon any person. 

33. By reason of the foregoing, Kopper violated Section 10(b) of the Exchange Act [15 U.S.C. § 
78j(b)I, and Rule 10b-5 thereunder [17 C.F.R. § 240.10b-5]. 

JURY DEMAND 

34. The Commission demands a jury in this matter. 
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PRAYER FOR RELIEF 


WHEREFORE, the Commission respectfully requests that this Court: 

A. Grant a Rna! Judgment of Permanent Injunction restraining and enjoining Kopper from 
violating Section 10(b) of the Exchange Act and Rule 10b-5 thereunder; prohibitinghim 
permanently and unconditionally from acting as an officer or director of any issuer of securities 
that has a class of securities registered pursuant to Section 12 of the Exchange Act or that is 
required to file reports pursuant to Section 15(d) of such Act; and ordering him to pay 
disgorgement of profits described herein; and 

B. Grant such other and additional relief as this Court may deem just and proper. 

Dated: August , 2002 


Respectfully submitted, 


Stephen M. Cutler 
Director, Enforcement Division 

Linda Chatman Thomsen 

Deputy Director, Enforcement Division 

Charles J. Clark 

Assistant Director, Enforcement Division 


Luis R. Mejia 

Assistant Chief Litigation Counsel 
Attorney-in-Charge, Plaintiff 
Securities and Exchange Commission 
450 Fifth Street, N.W. 

Washington, DC 20549-091 1 
Phone: (202) 942-4744 (Mejia) 

Fax: (202) 942-9569 (Mejia) 
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I Committee on Governmental Affairs 

UNITED STATES COUfilo 

UNITED STATES DISTRICT COURT SOUTHERN DjSTRCT OF TEWS 
SOUTHERN DISTRICT OF TEXAS HL£D 

HOUSTON DIVISION AUG 2 0 £002 


UNITED STATES OF AMERICA 

v. 


MICHAEL J. KOPPER 


| MICHAEL N. IHIBY, CLERK OF COURT 

§ 

§ Cr. No. H-02- 

§ Violations: IS U.S.C. §§ 1956<h), 1957 and 

§ §371 (Money Laundering Conspiracy; 

§ Conspiracy to Commit Wire Frand) 

§ 


1NEQBMATTON H“ 02-0560 

The Acting United States Attorney charges: 

1 . At all times relevant to this Information, Enron Coip. ("Enron"} was a publicly- 
traded Oregon corporation with its headquarters in Houston, Texas. Among other businesses, 

Enron was engaged in the purchase and sale of natural gas, constrnction and ownership of 
pipelines and power facilities, provision of ^communication services, and trading in contracts 
to buy and sell various commodities. Before December 2, 2001, Enron was the seventh largest 
corporation ia the United States. 

2. The defendant MICHAEL J. KOPPER was a resident of Houston, Texas and held 
various positions at Enron from approximately 1994 through July 200 1 For much of that time, 
KOPPER reported to Enron’s Chief Financial Officer ( “Enron’s CFO”) Between January 2000 
and July 2001, KOPPER also was a managing director of UM2 Capital Management. In late 
July 2001 , KOPPER left Enron to run UM2 Co-Investments LP, an affiliate of entities that 
KOPPER purchased from Enron’s CFO for approximately $16.5 trillion. 


I 
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3, Starting in at least the early 1990’s, Enron funded certain of its investments by 
entering into arrangements with outside third parties. These joint investments typically were 
structured as separate entities to which Enron and other investors contributed assets or other 
consideration- Enron’s treatment of the entities for financial statement purposes was subject to 
accounting rules that governed whether an entity should be consolidated in its entirety (including 
its assets and liabilities) onto Enron’s balance sheet, or should be treated as an investment $y 
Enron in a separate entity not under Enron’s control. Enron management preferred the latter 
result —known as “off-balance-sheet”- because it enabled Enron to present itself more 
attractively as measured by criteria favored by Wall Street investment analysts and credit rating 
agencies. 

4 Enron engaged in myriad transactions that were structured to achieve off-balance- 
sheet treatment- Many of those transactions were structured using “special purpose entities” 
(“SPEs”). Under applicable accounting rules, an SPE could receive off-balance-sheet Treatment 
only if independent third-party investors contributed at least 3-percent of the SPE’s capital, and 
the third-party investment is genuinely at risk, among other things If the third party was not 
truly independent, ot its investment was not truly at risk, consolidation of the SPE onto Enron’s 
balance sheet would be required. 

5 Starting in at least early 1997, Enron’s CFO, KOPPER-, and others devised a scheme 
to defraud Enron and its shareholders by enriching themselves through the use of certain Enron 
SPEs. S ome of these SPEs were not eligible for off-balance-sheet treatment because the 
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supposedly independent third party investors were controlled by the CFO, KOPPER, and others 
and because the third party “investment” was not at risk, since Baron, the CFO, KOPPER, or 
others provided the funds to be invested or guaranteed the investment against risk of loss- Thus, 
these SPEs should have been consolidated onto Enron’s balance sheet. 

6 . Enron nevertheless engaged in various transactions with these SPBs that were 
designed to improve its apparent financial results, or to circumvent regulatory requirements by 
having an SPE do what Enron itself could not. Meanwhile, Enron’s CFO, KOPPER, and others 
used their simultaneous influence over Enron’s business operations and the SPEs as a means to 
secretly and unlawfully generate millions of dollars for themselves and others. 

B. RADR 

7 . In early 1 997, Enron’s holdings included a number of California wind ferns that 
were partly owned by an Enron subsidiary named ZOND. At the time, California and federal 
energy regulations granted substantial economic benefits to alternative energy facilities that met 
certain requirements and were not owned by public utilities (“qualifying facilities”, or “QFs”). 
Because Enron was in the process of purchasing a public utility, Portland General Electric, its 
wind forms would become ineligible for QF status unless ZOND’s interests were sold. 

8. In approximately May 1 997, Enron’s CFO, KOPPER, and others devised a scheme 
to enrich themselves and enable Enron to retain secret control over the California wind farms 
while appearing to maintain eligibility for QF status. Enron’s CFO and KOPPER caused the 
creation of SPEs known as “RADR ZWS, LLC,” and “RADR ZWS MM, LLCT (collectively, 
“RADR”) which purchased ZOND’s interest m the wind farms. RADR was funded mainly with 
a S 1 6.4 isalHon loan from an Enron subsidiary. Ralher than seek independent third party equity 
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investors, and to ensure that Enron effectively maintained control over the wind farms, Enron’s 
CFO and KOPPER contacted several of their personal friends, including a friend of the Enron 
CFO’s wife, KOPPBR’s domestic partner, and a Houston real estate broker. 

9. As part of their scheme to enrich themselves through the use of Enron SPEs, Enron's 
CFO arranged to fund some of the friends’ ^vestments” by making an unsecured personal loan 
to KOPPER, who in turn made unsecured loans to the friends so that they could "invest” in 
RADR It was understood that the friends would repay KOPPER with distributions from their 
RADR “investments/’ and KOPPER would in turn repay Enron's CFO It was farther 
understood that, at some time in the future, Enron would repurchase the RADR entities. The 
repurchase price would increase over time, so that the longer it took Enron to repurchase RADR, 
the higher the price it would have to pay. The RADR transaction was a model for later 
transactions, which came to be known within Enron as “Friends of Enron” deals. 

10. Between August 1997 and July 2000, RADR generated approximately $2.7 million 
in distributions to the investors. In July 2000, Enron repurchased the RADR entities, resulting 
in an additional gam of approximately $1.8 million to the investors. Two of the investors were 
directed by KOPPER to transfer portions of their proceeds to various individuals. Among those 
who received money were Enron’s CFO, KOPPER, several of their family members, and various 
Enron employees and their family members. 

C, C hgwco 

1 1 . In 1 993, Enron and the California Public Employees* Retirement System 
{"CALPBRS”) entered into a joint venture investment partnership called Joint Energy 
Development Limited Partnership (“JEDF). Enron was the general partner of JEDI and 
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contributed $250 nafttos m. Euros stock; CALPERS the Ismied partner and: contributed 

1250. iiiUUcin % cask. Enron did not conSaliMe JEDI onto its balance; sheet and did. not 
iadsdsJB£>Bs debt Is its Ssssdaistatemisss. 

2. Is the summer of 597 f&rots began to seek boyar for CA.I-PEKS share of the 
« partnership that CALPBffcS would agree 16 Invest additimal funds id an even terger 

^ttsersMp Of Be called 3EDT II CALPERS tnposed deadline of Novernher 6« £97 fee th& 
buyout. 

13. iii Mbvember 1^97 Enron foitsed Cfccwce. an SEE, tb'tey out-CAkRERS llm 
interest. Enron CB0 initially sought to become: Chewco general partner hot substituted 
KOPEERi wheet it becatee clear that 'Enron otherwise would have to disclose publicly the GEO 
participation. 

4 After fating tcj -find investors willing in provide the tariffed l- percent outside 

equity fer Chewco before the November 6 > 997 deadline. Enron arranged to hind the buyout 
tempura tify through., bridge’’' leans Stan Barclays Sank W& glS&G'm&fy anCCiiase.:Mafffintta‘ri 
Bank "dliase”>- Each bank loaned $ i .5 million id Cbiwco, wkh repayment guaranteed by 
Baron, add Cfeewco used those loan, proceeds id buy CALPERS interest hi JEtML 

Because Cftewc© had no genuine outside equity investment, and because Enron. 
g!Uiratiteed : Barclay's and Chase against risk of loss, Chcwco .did not comply with SEE rules. 
Enron thus planned fdr financial reporting purposes* to: replace the bridge ftnasisfeg befriirh year 
end with another structure that would qualify Chevco asariS?E with suSksient outside equity 

!6. <T!heWc& structure at year-end again, felted ti> meet SPE r^uirernenta. Its 
permanent financing structure consisted of $240 million loan from Barclays guaranteed by 
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s: 32 n&Hfoa advance from 1SB1 iQ Chewco under revoMns credit agreement* and 
SjppmsaSE?Jely ^roSSoaas apparent equity investment &omChe#c6 general and 
Mfed' paxtaejk However Enron structured ihc transaction so that $ 0$ traffioh of the 
opposed outsidfe equity was actually bar wSit® Barclays by Vhhoiis entity controlled by 
:i fcho..'loffib was secured by approjsmatdy S6 58 railfo’rt nt cash that was generated: by 
S'ab «f asset Those &rids were heftl m aceadaiS that warfe &Ey pledged to Barclays 
mining that Barclays was partly protected sgsmst risk otToss, Thoremstmng outside 
sqct&f* consisted. if 38 provided by KOFPSR and Ms domestic pgrtaer 
7 B r tteoensber £$7 through December 2000 fCOPPBH. i*eceH’ed 

elating to CMsweo which ho secretly shared with Rnro«’ CFO. ICOPPHR received total 
aporoximately $ .' mEhoa in ‘'management fees relating Ms CheWeo, which ji© shared widi 
Brdod CFO plainly through checks payable to merabers of the CFO’ family fn December 
$8 Ba res* CFOe^«'s^dBni:<fetopay $400 OQd ‘‘mtteancer fee toCfesw as a>rr^3msiJtrOiv 
for agreeing to amend JEDX partnership agream^st KDFFBR transferred approximately 
$67,224 of die nuisance fee back to Enrotf GFQ, again through, checks written $0 the C^O dr 
memlaetfi of his family, M addition, KOPPBR pairt the CFQ^ wife approximately $54$S3& For 
acting as €he-^ administratf/e assistant. 

In March 200 Bnroii bought Chewed limited piirtufinhip rnteresi in JED! arid 
consolidated JEDX ant its fmaneiai statements; Snrdii CF0 approved pvxcMa* pride of S3 
iralhoiiv of which KOX^PBR and his dn'mealic p-artoer received approjdmateJy $3 ilEi M 
-September 2& TSm-on CFO authorised farther $2 .6 rdilioa “tax indemnity ptiyrncnf 
Cliewco, which KOPf’BP.subsecyiendy transferred to aitaccouef under his control. 
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D, Southampton 

19. Still another SPE formed by Enron was a partnership called LJM Cayman, L.P 
(“UM Cayman”)* Enron’s CFO invested Si million in UM Cayman and was granted by Enron 
a limited waiver of Enron’s conflict of interest rules so he could run LJM Cayman as its general 
partner. LJM Cayman had two limited partners, an entity owned by Credit Suisse First Boston 
("CSFB”) and an entity owned by National Westminster Bank (“NatWest”) Each invested $7.5 
million. 

20. In June 1 999, Enron entered into a transaction in which a third party assigned more 
than three million Enron shares to LJM Cayman. In return) Enron received promissory notes and 
a “put” option on shares Enron owned in Rhythms NetConnections, Inc. (“Rhythms”). The 
Rhythms put option was issued by LJM Cayman's subsidiary, LJM Swap Sub, L.P- ("Swap 
Sub”), and purported to give Enron the right to sell, or put, its Rhythms shares to Swap Sub for a 
set price on certain future dates. Because Swap Sub was capitalized pri m a ri ly with Enron shares, 
rt would be unable to afford to pay Enron for the put option if its Enron shares fell below a 
certain price 

21. During the first quarter of 2000, both Enron and Rhythms shares increased in price, 
making Swap Sub’s main asset (its Enron shares) more valuable while substantially decreasing 
its potential liability on the Rhythms put option. Thus, Swap Sub had far more value than 
previously. In approximately February 2000, Enron’s CFO, KOPPER and three NatWest 
bankers devised and later executed a scheme to defraud Enron and others by: (i) causing Enron to 
pay $50 million to buy out, or “unwind", the banks’ interests in Swap Sub; (u) causing NatWest 
to accept only $1 million for its interest in Swap Sub while representing to Enron that NatWest 
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tt as gating S20 raiHan; the $,19 million hafeac* among themselves and certain 

Bar and UJM snnptey^ 

22L To out the sterna, KOPPER, Enron GFO and others caused Huron 
S3 mtHidn to Unwind Swap Sub That p««*asepTtc* was based Bnr CFO fefoe 
representstiofl to SnroTi that Nat West and CSFE bad agreed to sell their interests in Swap Sub for 
$20 million id$ million, respectively lute NatWesi sceived only $' liaHiou arid had 
agt eed to receive this sum based misrepresentations and fraudulent con doer of its 

employs who sought to skim profits that should faave gone to NatWsst. 

23 As msjjh; the thrae NatWast hankers Who participated «i die scheme rtearv erf 
approximate^ $7.3 million. The balance bf the hinds went to investors in entity called 
Southampton. LP (“Southampton'’'), which KOPPER created- The Southampton mvestm*" 

.KOP; EE. wh contributed $25. OOO and enured CHewoo to ban another $' 000 and 

received approximately .$4 trallwsaj purported charitable foundation in the of the CFO 

family which contributed $25 000 and received approximately $4 milfton: and five Enron and 
fJM employees chosen by KOPPF.R. and the CFO, who contributed total of less than $20 000 
and received total of approximately' $3 million 

COUNT ONE— CoTtsoiracv to Ccararnt Wire Fra ud 

24 Paragraphs Tht e« through Twenty Thtee if this Information ar< repeated and 

realleged as *f ftifly forth, here. 

in or about and between at least May 997 and July 00 both dates being 
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appm-«rrtaie and inclusive, withm the Southern District of Texas ®sd elsewhere, the defendant 
MICHAEL J. m¥?m 

and others, conspired to aid did devise scheme and artifice and to nbtam money by false arid 
IraiiduJerit pretenses and. to deprive Enron, and ns shareholder?: nf their intangible: right tt> 
corporate «rr$?loyee hottest semceS, and for '&& purpo exemtm such eftexoe arid artifice 
transmitted and caused to be tjgasjts&ed by means of wire communication interstate and 
foreign O cn r tn segee writings, signs. signals. pictures and sounds ah in violation. >f Title 
United States Code* Sections 1343 and 134d, 

MEANS AND METHODS 

76 Among the means and methods by wftfcft the defendant MICHAEL J. KOEFEIt and 
his eo-corisj?iratarsf «roa!d ;m<l did carry the conspiracy were those described paragraphs 
Three thfongfe Twenty-Three of {Ms InfotrrBrtton, welt other? 

OVERT ACTS 

27 & furtherance >f the conspiracy and to effect the bjects thereo within, the 

Southern District of Texas and elsewhere, fhe defendant MICHAEL KO PER and others did 
commit and. cause to he committed the following overt acts among others 

RAJ2E 

In about May 997 Enron CFO wr»d £d :OQD to KGPPSR. 
b. Ih about May *397 KOPPER wired 5224,600 hlS domestic partner arid 

5204,406 to Houston real estate broker. 

In. or about August 997* KOPPEK wired S4& 50 to Enron CFO, 

d, Iri or about July 2000 ROPPER’S domestic partner and the Houston real estate 
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fcjioleer received wfrefrats*fefcs' ttEeaHMamtS >f 63,260 and -$S27 ; 64 respectively 

In about August 997 KOPPBR and Enron CFO agreed pay portion, 

their M/lD'R prolffc? to an Enron. employee who assisted than with the RADR transaction. 

Chewco 

f. On about rSeeerrifecr 23 998, JCOPPBR directed wire transfer the arnwiint of 
$460,000 front Ch/s^co m account controlled hv K0PPER, representing proceeds if 
Nuisance fee*- paid hy Enron to Chewco 

g, On c?r about Becemher 998. KQPPER wrote checks. lotaKag $2 ,724 payrfrfe to 
Eardn CFO wife and children 

fit On efecnat August 1.4, 2000. KTlFPHft received Wire transfer from d£®w«o fe 
amount >f $' 045 GOG 

i On about May 6, 7.00 fCOPPER receives wire transfer from Chews in the 
amount of $2,582»0^ 

On about May 6, 200 KBEPER domestic partner received wire itansitrr from 
Chew in the amount of 54 88 22 

k. On about September 200 KGPPER received wire transfer from Chewco 
the amnivTi t jf $2,625 000, representing proceeds if “tax tndeimit/' payment made by Enron ttt 
Chewco 

Southampton 

On or about March 4, 2000 Rnmn CFO met with NatWcst banker the Caymw* 

Islands. 

TEL On or about March 2000 NatWcst banker faxed letter from London. England 
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to KOPPER in Houston, Texas stating that NatWest would sell its interest in SwapSub to a 
company controlled, by KOPPER for 3 1 million. 

n. On or about March 16, 2000, KOPPER met with a NatWest banker in New York- 
er On or about April 25, 2000, a NatWest banker caused a wire transfer' of $251 ,993 
from an account in England to an account controlled by KOPPER in Houston, Texas. 

p. On or about May 1, 2000, KOPPER caused a wire transfer of $7,352,626 from 
Houston, Texas to an account in the Cayman Islands controlled by one of the NatWest bankers, 

q. On or about May 1 , 2000, KOPPER caused a wire transfer of $ 1 ,040,744 to an 
account controlled by an Enron employee. 

r. On or about May 1, 2000, KOPPER caused a wire transfer of $4,466,189 to an 
account in the name of Enron’s CFO’s purported charitable foundation. 

s. On or about May 1,2000, KOPPER caused a wire transfer of $4,466, 189 into an 
account that he controlled. 

All in violation of Title 18, United States Code, Section 371, 

COUNT TWO-Monev Laundering Conspiracy 

28. The allegations in paragraphs Three through Twenty- Three of this Information are 
realleged as if fully set forth hae. 

29. In or about and between at least May 1 997 and My 2001, within the Southern 
District of Texas and elsewhere, the defendant 

MICHAEL J. KOPPER 

and others, conspired to knowingly engage in monetary transactions, namely, deposits, 
withdrawals, transfers and exchanges in and affecting interstate or foreign commerce, in 
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crsmtaaly dermd property of value greater San, $ ' 0,060 said property hem derived from 
specified unlawful activity namfy, wire fraud, in vlofemoa of Tide .8, United States Cbdti 

Section. 957 

m It was Bart of the consoiraev i fast, or about and between Ju<y 997 andSeptetriher 
00 TOPPER and tilers engaged in monetary transactions mvc vmg: criminally derived 
pronestF from the RADP. transaction thin totaled approximately 54.4 million. 

li further part if the conspiracy that- in about arid between H< vernber 997 
and September 200 JCOFPBR and others engaged in monetary transactions tnvoiviag eriiranally 
derived property relating to the Cfrewco transaction that totaled approximately rniHlOfr 
It was further part of the conspiracy rhafr m. or about May 2600 M&PPSA- and 
others engaged in monetary transactions mvolvmg cnmrnally derived property rotating to th* 
‘thampton transaction that totaled approximately S .9.6 irtfEfrm. 

All in violation of title United States Code> actions 9$6Qi) and 

MmrrURE A£1,EGATTQM SU. c. a){ ){£) U. c 246 Criminal 


Forfeiture) 

The allegations tained in Grain t One of this fofpimaii are hereby realleged and 

mcorporaied herein for the purpose alleging forfeiture pursuan toth provisions of Tifi 
United States Code, action 9! a)( G and Title 2S V United States Code, Seed 246 

As result of die ffense alleged in Count One, die defendant. 

MICHAEL J. KORPER 

chilli forfeit to th United States, pursuant to Title S» United States Cade v ection 9X &)( )(C) 
idtitl 2S, United States Code. Seed 2461 [c), any property real personal, which 
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constitutes and is derived Som proceeds traceable to the commission of said offense, including 
but not limited to the following: 

A. BANK ACCOUNTS 


BnnkNarcw 

Account H 

Amouat to Re* train 

Account Holder 

IPMoigfta/Chase 

Q65 183-00-8 

54,610,208.91 

Fastow FamSy Foundation 

Paine Webber 

HS-75406-BJ 

51,374,744.00 

Kritftma Mordaunt 

Sanlift Assurance Co, 
of Canada 

0212524146-01 

$300,000 

Kristina Moniawat 

Fidelity Spartan Municipal 
Money Maiifd FSt 

AoctiWjnc 

5218,326.60 

Kathy Lyna 

Charles Schwab 

1320-9323 

S43,000 

Anne Yeager 

Charies Schwib 

11042180 

SSOO.OOO 

Peter Fvtow 

1st Union Security 

OOl-HDl-3839-6161 

5916,137.00 

BonGIiaan Jr. 

Chose Seale 

054-05023866 

57,699,838.13 

Lea W St Andrew S. Fastow 

JP Morgan 

340160 

S7,699,83B.13 

Lea W &. Andrew S. Fastow 

Chase Bank 

Q6260 3-00-8 

51,420,00 

Lea W & Andrew S. Fastow 

Sterling 

159006885 

$6,370,000 

Capital Growth Holding 

Sterling 

159C06S93 

$130,000 

Capita] GP Holding 


B. REAL PROPERTY 

All that lot or parcel of land, together with its buildings, appurtenances, improvements, 

fixtures, attachments and easements, located at the following: 

Property Owner 

3005 Del Monre Andrew and Lea Fastow 

Houston, Texas 77019 
Lt3, BIk31, 

River Oaks Seel, 

Harris County, Texas 


13 
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453 1 W. Alabama St. Kristina Mary Mordaunt and 

Houston, Texas 77027 Robert y. Ufch Jr. 

Lt 3 Blk 4 Afton Oalcs Sec 1 
Harris County, Texas Chase Bank 

C. PERSONAL PROPERTY -VEHICLE 

Property Owner 

2000 Lexus VIN JT6G/fl0U5Y0078539 R. Vance Ulsh Jr. 

35, If any of the property described herein as being subject to forfeiture, as a result of 

any act or omission of the defendant: 

a. cannot be located upon the exercise of due diligence; 

b. has been transferred or sold to or deposited with, a third person; 

c. has been placed beyond the jurisdiction of the Court; 

d. has been substantially diminished in value; or 

e. has been commingled with other property which cannot be subdivided 
without difficulty, 

then any and all interest MICHAEL J. KOPPER has in other property shall be vested in the 
United States and forfeited to the United States pursuant to Title 1 8, United States Code, Section 
982(b)(1), including $4 million from Charles Schwab account number 3962-3986 in the name of 
UM2 Capital Management, LP, which represents substitute assets for criminally derived 
property. 

All in violation of United States Code, Sections 1343 and 371. 


14 
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FORFEITURE ALLEGATION : 

(]g U.S.C. § 982(a)(1)- Criminal Forfeiture) 

36 The allegations contained in Count Two of this Information are hereby realleged and 
incorporated herein for the purpose of alleging forfeiture pursuant to the provisions of Title 1 8, 
United States Code, Section 982(a)(1). 

37. As a result of the offense alleged in Count Two, the defendant 
MICHAEL J. {COPPER 

shall forfeit to the United States, pursuant to Title 18, United States Code, Section 982(a)(1),' any 
property, real or personal, involved in such offense, or any property traceable to such property, 
including but not limited to the following: 

A BANK ACCOUNTS 


BankN»nv» 

AwWitt 

Amount to Restrain 

Account Holder 

JPMorg«X/Chaae 

Q651 83-00-3 

54,610,208.91 

Fastow Family Foundation 

Pains Webber 

HS-75406-EJ 

Sl.374/744.00 

Kristina Mordairpt 

S unJifa Assurance Co. 
of Canada 

0212524146-01 

$300,000 

Kristina Mordaunt 

Fidelity Spartan Municipal 
Money MuitctFSl 

Acct#UNK 

5218,326.60 

Kathy Lynn 

Ctjarieo Schwab 

1320-9323 

$45,000 

Anne Yeager 

Charles Schwab 

11042180 

$500,000 

Peter Fastow 

lot Union Security 

001-H01-3839-6L61 

$916,137.00 

Ben CiiBWl Jr. 

Chase Bank 

054-05023866 

$7,699,838.13 

Lea W & Andrew S. Fastow 

JP Morgan 

340160 

$7,699,838.13 

Lea W & Andrews. Fastow 

Chase Bank 

Q62603-00-8 

$1,420,00 

Lea W & Andrew S- Fastow 

Starling 

159006885 

$6,370,000 

Capital Growth Holding 

Sterling 

159006893 

$130,000 

Capital OP Holding 
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B. REAL PROPERTY 

All that lot or parcel of land, together with its buildings, appurtenances, improvements, 

fixtures, attachments and easements, located at the following: 

Property Owner 

3005 Del Monte Andrew and Lea Fastow 

Houston, Texas 77019 
Lt 3, BEc 31, 

River Oaks Seel, 

Harris County, Texas 


453 1 W. Alabama St. Kristina Mary Mordaunt and 

Houston, Texas 77027 Robert V. Ulsh Jr. 

Lt 3 BIk 4 Afton Oaks Sec 1 
Harris County, Texas Chase Bank 


C. PERSONAL PROPERTY - VEHICLE 

Property Owner 

2000 Lexus VTN JT6G/flOU5Y0078539 R. Vance Ulsh Jr. 

38, If any of the property described herein as being subject to forfeiture, as a result of 
any act or omission of the defendant 

a. cannot be located upon the exercise of due diligence; 

b. has been transferred or sold to or deposited with, a third person; 

c. has been placed beyond the jurisdiction of the Court; 

d. has been substantially diminished in value; or, 

e. has been commingled with other property which cannot be subdivided 
without difficulty; 

then any and all interest MICHAEL J. KOPPER has in other property shall be vested in the 


16 
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United States and forfeited to the United States pursuant to Title 18, United States Code, Section 
982(b)(1), including S4 million from Charles Schwab'accoBirt.nut^6er 3962-3986 in the name of 
1JM2 Capital Management, LP, which represents substitute assets for criminally derived 
property. 

AH in violation of Title 18, United Stales Code, Sections 1956(h) and 1957. 

DATED; Houston, Texas 
August 20, 2002 

JOSHUA HOCHBERG 
Acting United States Attorney 
Southern District of Texas 

By: 

LESLIE R. CALDWELL 
Director, Enron Task Force 

8v; /C 

Cjhomas A.HANUSIK 
Trial Attorney, Biiron Task Force 
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FindLaw 


Committee on Governmental Affairs 

EXHIBIT #A-7 


UNITED STATES DISTRICT COURT 
SOUTHERN DISTRICT OF TEXAS 
HOUSTON DIVISION 


UNITED STATES SECURITIES 
AND EXCHANGE COMMISSION, 


Plaintiff, 


Civil Action No. 


COMPLAINT 


ANDREWS. FASTOW, 


Defendant. 


JURY DEMANDED 


Plaintiff Securities and Exchange Commission (the "Commission") for its Complaint 
alleges as follows: 


SUMMARY 

1. The defendant, Andrew S. Fastow, the former Chief Financial Officer of Enron Corp., 
engaged in a fraudulent scheme to defraud Enron's security holders and to enrich 
himself and others. Fastow’s fraudulent conduct involved entering into undisclosed side 
deals, manufacturing of earnings through sham transactions, inflating the value of 
Enron's investments, backdating documents, and other illegal acts. 

2. The Commission requests that this Court permanently enjoin Fastow from violating 
the federal securities laws cited herein, prohibit him permanently and unconditionally 
from acting as an officer or director of any issuer of securities that has a class of 
securities registered pursuant to Section 12 of the Securities Exchange Act of 1934 
("Exchange Act") or that is required to file reports pursuant to Section 1 5(d) of such Act, 
order him to disgorge all ill-gotten gains, to pay civil penalties, to have the amount of 
such penalties added to and become part of a disgorgement fund for the benefit of the 
victims of Fastow's unlawful conduct, and order such other and further relief as the Court 
may deem appropriate. 


JURISDICTION AND VENUE 

3. The Court has jurisdiction over this action pursuant to Sections 21(d), 21(e), and 27 of 
the Exchange Act [15 U.S.C. §§ 78u(d) and (e) and 78aa] and Sections 20(b), 20(d)(1) 
and 22(a) of the Securities Act of 1933 ("Securities Act") [15 U.S.C. §§ 77t(b), 77t(d)(1) 
and 77v(a)]. 

4. Venue lies in this District pursuant to Section 27 of the Exchange Act [1 5 U.S.C. § 
78aa] and Section 22 of the Securities Act [15 U.S.C. § 77v(a)j because certain acts or 
transactions constituting the violations occurred in this District. 

5. In connection with the acts, practices, and courses of business alleged herein, 

Fastow, directly or indirectly, made use of the means and instruments of transportation 
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and communication in interstate commerce, and of the mails and of the facilities of a 
national securities exchange. 

6. Fastow, unless restrained and enjoined by this Court, will continue to engage in 
transactions, acts, practices, and courses of business as set forth in this Complaint or in 
similar illegal acts and practices. 


DEFENDANT 

7. Andrew S. Fastow, age 40, resides in Flouston, Texas. Fastow was Enron's Chief 
Financial Officer from March 1 998 to October 24, 2001 , and was senior vice president, 
finance, from January 1997 to March 1998. Fastow oversaw many of Enron's financial 
activities and reported directly to Enron's Chief Executive Officer. Fastow, among others, 
was responsible forreviewing and verifying the accuracy and reliability of Enron's filings 
with the Commission, including its year-end financial statements. At all times relevant, 
Fastow, directly and indirectly, was a control person of Enron and Michael J. Kopper 
within the meaning of the federal securities laws. Fastow signed Enron's confidentiality 
agreement and certificate of compliance with Enron's code of ethics. Enron's 
confidentiality agreement required employees to disclose business activities outside 
Enron that could be considered a conflict of interest, among other things. Similarly, 
Enron's code of ethics prohibited employees from engaging in, among other activities, 
investments that could be considered to conflict with Enron's interests. Fastow's illegal 
gains from the fraud alleged herein include kickbacks and undisclosed fees. In addition, 
Fastow made millions in salary, bonuses, and through sales of Enron stock even as he 
was defrauding Enron, its investors, and others. 

ENTITIES AND OTHER PERSONS INVOLVED 

8. Enron Corp. is an Oregon corporation with its principal place of business in Houston, 
Texas. During the relevant time period, the common stock of Enron was registered with 
the Commission pursuant to Section 1 2(b) of the Exchange Act and traded on the New 
York Stock Exchange. From 1997 to 2001, while Fastow engaged in the fraudulent 
conduct alleged herein, Enron raised approximately $5 billion in the public debt and 
equity markets. Among other operations, Enron was the nation's largest natural gas and 
electric marketer with reported annual revenue of more than $150 billion. Enron rose to 
number seven on the Fortune 500 list of companies. By December 2, 2001 , when it filed 
for bankruptcy, Enron's stock price had dropped in less than a year from more than $80 
per share to less than $1 . 

9. Michael J. Kopper, age 37, resides in Houston, Texas. Kopper held variousexecutive 
positions at Enron from approximately 1994 through July 2001 . For most of that time, 
Kopper reported directly to Fastow. Between January 2000 and July 2001, Kopper also 
was a managing director of LJM2 Capital Management. In late July 2001 , Kopper left 
Enron to run LJM2 Co-Investments LP. Kopper purchased the general partner interest in 
the entity and another entity from Fastow for approximately $16.5 million. On August 21, 
2002, Kopper pleaded guilty to conspiracy to commit wire fraud and money laundering 
and agreed to forfeit $4 million in criminal proceeds. The same day, the Commission 
filed a parallel settled action against Kopper in this district, SEC v. Kopper, Case No. H- 
02-3127 (Lake). Pursuant to the final judgment entered August 22, 2002, the Court 
ordered Kopper to pay disgorgement, including a direct payment of $8 million, and 
additional disgorgement in the amount of $4 million forfeited in the criminal case, 
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permanently enjoined Kopper from violating the provisions of the federal securities laws 
set forth in the Complaint, and barred Kopper from acting as an officer or director of 
public companies. Kopper's guilty plea, and the conduct alleged in the Commission's 
complaint, related to three fraudulent transactions he engaged in with Fastow and 
others, known as RADR, Chewco, and Southampton. 

FACTUAL ALLEGATIONS 

Enron's Use of Off-Balance-Sheet Special Purpose Entities 

1 0. Since at least the early 1 990's, Enron engaged in transactions with other entities that 
were designed to improve Enron's balance sheet. Enron's treatment of the entities for 
financial statement purposes was subject to accounting rules that governed whether the 
assets and liabilities of the entity should be consolidated onto Enron's balance sheet, or 
treated as an investment by Enron in a separate entity not under Enron's control. With 
respect to certainentities, Enron management preferred the latter result - known as "off- 
balance-sheet"- because it enabled Enron to present itself more attractively as 
measured by criteria favored by Wall Street investment analysts, credit rating agencies, 
and others. 

1 1 . Enron engaged in myriad transactions that were structured to achieve off-balance- 
sheet treatment. Many of those transactions were structured using special purpose 
entities ("SPEs"). Under applicable accounting rules, an SPE could receive off-balance- 
sheet treatment only if independent third-party investors made a substantive capital 
investment, generally at least three percent of the SPE’s assets, and the third-party 
investment were genuinely at risk, among other things. If the third-party were not truly 
independent, or its investment were not truly at risk, those transactions using the SPEs 
were improper. 

1 2. Starting in at least early 1 997, Fastow, Kopper, and others devised a scheme to 
defraud Enron's security holders through transactions with certain Enron SPEs. 

13. Some of these SPEs were not eligible for off-balance-sheet treatment because the 
SPE and supposedly independent third-party investors were controlled by Fastow, 
Kopper, and others, the outside equity requirement was not met, and the third-party 
"investment" was not truly at risk. Thus, these SPEs should have been consolidated onto 
Enron's balance sheet. Further, Fastow, Kopper and others used their simultaneous 
influence over Enron's business operations and the SPEs as a means to secretly and 
unlawfully generate millions of dollars for themselves and others. 

RADR 


14. In early 1997, Fastow devised a scheme to enrich himself and others while enabling 
Enron to maintain secret control over, and achieve off-balance-sheet treatment, of 
assets that it had "sold" to a supposedly independent SPE. Within Enron, these 
transactions came to be known as "Friends of Enron" deals because the purportedly 
independent investors in the SPE actually were friends or family members of Enron 
executives, and served as nominees under the executives' control. Fastow and Enron's 
other top management liked "Friends of Enron" deals because they enabled Enron to 
retain control over assets while shedding the burdens of legal ownership, including 
required public disclosure in Enron’s financial statements. Another benefit to Fastow of 
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the "Friends of Enron" structure was that he, Kopper and others used their control over 
the "investors” to secretly siphon off for themselves proceeds of the SPE transactions, in 
violation of their duties to Enron and its shareholders. 

1 5. One "Friends of Enron" transaction related to Enron's effort to appear to divest itself 
of its interest in certain wind farms in California, so that the farms could continue to 
receive beneficial regulatory treatment, while Enron secretly retained control over the 
farms. Under applicable federal and state regulations, the wind farms qualified for 
financial benefits conferred on alternative energy sources that met certain requirements 
("qualifying facilities" or ”QF"). Wind farms that were more than fifty percent owned by an 
electric utility or electric utility holding company, however, were ineligible for QF status. 

In early 1997, Fastow and others were aware that Enron's wind farms would soon lose 
their QF status because Enron was in the process of acquiring Portland General Electric, 
an electric utility based in Portland, Oregon, and would become an electric utility holding 
company. 

16. In approximately March 1997, Fastow, Kopper, and others devised a scheme 
whereby Enron would "sell" a portion of its interest in the wind farms to a partnership 
comprised of "Friends of Enron." Fastow initially proposed the formation of a partnership 
SPE to be knownas Alpine Investors ("Alpine"), which would buy Enron's interest in the 
wind farms. The proposed "investors” in Alpine were all "Friends of Enron," including 
relatives of Fastow's wife. 

17. Alpine did not complete the proposed transaction with Enron. Rather, in May 1997, 
Fastow and Kopper created SPEs known as "RADR ZWS, LLC" and "RADR ZWS MM, 
LLC" (collectively, "RADR"), which purchased a portion of Enron's interest in the wind 
farms. RADR was funded mainly with a $16.4 million loan from an Enron subsidiary. 
Because Fastow knew that his participation as an equity investor in RADR would require 
Enron to make public disclosure, he and Kopper enlisted "Friends of Enron" to serve as 
the supposedly independent third-party investors. These investors included a friend of 
Fastow's wife, Kopper's domestic partner, and a Houston real estate broker. 

18. These "Friends of Enron” were Kopper’s nominees and lacked sufficient funds to 
invest in RADR. Fastow arranged to fund some of the friends' "investments” by making 
an unsecured personal loan of $41 9,000 to Kopper, who in turn made unsecured loans 
to the friends, so that they could "invest" in RADR. it was understood that the friends 
would repay Kopper with distributions from their RADR "investments," and Kopper would 
in turn repay Fastow. It was further understood that Kopper would have control over any 
other RADR funds the friends received. 

19. RADR began making distributions to "investors" on July 1 , 1 997. Two of the 
"investors" repaid their loans from Kopper on or about August 25, 1997. The next day, 
Kopper wired $481 ,850 to Fastow, which included the original loan amount from Fastow 
plus $62,850 in interest, an approximate 15% return in four months. 

20. RADR proved to be far more lucrative than initially expected, generating a"windfall" 
to the investors. Fastow became aware of the windfall and demanded a share, in the 
form of kickbacks through Kopper of investors' RADR proceeds. To disguise the nature 
of the payments, Fastow instructed Kopper to establish a "gifting program," whereby 
Kopper and his domestic partner made annual "gifts” of $10,000 to individual Fastow 
family members. 
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21. The $10,000 amount was chosen because IRS rules exclude from taxable income 
and do not require reporting of gifts of $10,000 or less made to any one person in one 
year. Fastow instructed Kopper that he and his domestic partner should write checks not 
only to Fastow but also to Fastow's wife and two children. Fastow cautioned that no 
"gifts" should come directly to him from the other RADR investors or RADR, as Fastow ' 
wanted to conceal his link to the RADR deal and could think of no legitimate explanation 
why he would receive checks from the other RADR investors. Fastow told Kopper that, if 
ever asked, they could explain the checks from Kopper by saying that he and Fastow 
were very close friends and the checks were gifts. In all, records reflect that Kopper 
arranged "gift" payments totaling approximately $125,000 to Fastow and his family 
between December 1997 and February 2000. 

22. Because RADR was under the control of Fastow and Kopper, and the supposed 
investments by their friends were secretly funded by Fastow, RADR failed to qualify for 
off-balance-sheet treatment and should have been consolidated by Enron. By 
establishing RADR in this manner, Fastow caused Enron to improperly keep RADR off 
its books and to hide Enron's continued control over the wind farms from regulators to 
achieve favorable economic benefits. 

Chewco 


23. By late 1997, Fastow and Enron began creating SPEs that were under the direct 
control of Enron executives. The first such SPE was Chewco investments, L.P. 
("Chewco"). 

24. In 1993, Enron and the California Public Employees' Retirement System 
("CALPERS") entered into a joint venture investment partnership called Joint Energy 
Development Investments LP ("JEDI"). Enron was the general partner of JEDI and 
contributed $250 million in Enron stock; CALPERS was the limited partner and 
contributed $250 million in cash. Given CALPERS' large equity investment and other 
factors, Enron did not consolidate JEDI onto its balance sheet and did not include JEDI's 
debt in its financial statements. 

25. In approximately the summer of 1997, Enron began to seek a buyer for CALPERS’ 
share of the JEDI partnership so that CALPERS would agree to invest additional funds 
in an even larger partnership to be called JEDI II. CALPERS imposed a deadline of 
November 6, 1 997 for the buyout to occur at the negotiated price of $383 million. 

26. Fastow proposed the formation of Chewco to buy out CALPERS' JEDI interest. 
Fastow initially planned to become Chewco’s outside equity investor and general 
partner, but substituted Kopper when it became clear that Enron would have to publicly 
disclose Fastow's participation, including disclosure in Enron's financial statements. 
Nevertheless, Fastow, directly or indirectly, controlled Chewco and Kopper, a fact not 
publicly disclosed. 

27. Before the November 6, 1997 deadline, Fastow and others arranged to fund the 
buyout temporarily through "bridge" loans from Barclays Bank PLC ("Barclays") and 
Chase Manhattan Bank ("Chase"). Each bank loaned $191.5 million to Chewco, with 
repayment guaranteed by Enron, and Chewco used those loan proceeds to buy 
CALPERS' interest in JEDI. 
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28. The bridge transaction was referred to as a "dirty close." Fastow and others knew 
that Chewco failed to comply with SPE non-consolidation rules because Chewco had no 
genuine outside equity investment, and because Enron guaranteed Barclays and Chase 
against risk of loss.Enron thus planned, for financial reporting purposes, to replace the 
bridge financing before year-end with another structure that would qualify Chewco as an 
SPE with sufficient outside equity. 

29. Chewco's structure at year-end 1997 again failed to meet SPE non-consolidation 
requirements. Its purported outside “equity” investment consisted of approximately 

$1 1 .49 million from Chewco's general and limited partners. However, Enron structured 
the transaction so that $1 1 .36 million of the supposed outside equity was actually 
borrowed from Barclays by various entities set up and controlled by Kopper. The 
Barclays loans were secured by approximately $6.58 million in cash that was generated 
by JEDI's November 1 997 sale of an asset. Those funds were held in accounts that were 
fully pledged to Barclays, meaning that Barclays was partly protected against risk of 
loss. The remaining "outside equity' 1 consisted of approximately $125,000 provided by 
Kopper and his domestic partner. 

30. Fastow's undisclosed control of Chewco and Kopper permitted him to demand a 
share of Chewco's profits and other Chewco related funds. From December 1997 
through December 2000, Fastow directed Kopper to secretly share with him various 
payments received by Kopper relating to Chewco. Kopper received a total of 
approximately $1.5 million in "management fees" relating to Chewco, which he shared 
with Fastow at his direction mainly through checks payable to members of Fastow's 
family. Fastow directed Kopper to pay at least $54,000 to Fastow's wife for 
administrative work she did for Chewco. In December 1998, Fastow caused Enron to 
pay a $400,000 "nuisance fee" to Chewco as compensation for agreeing to amend 
JEDI's partnership agreement, even though the amendment benefitted Chewco, not 
Enron. At Fastow's direction, Kopper transferred approximately $67,224 of the nuisance 
fee back to Fastow, again through checks written to Fastow or members of his family. 

31. In March 2001, Enron bought Chewco's limited partnership interest in JEDI. Fastow 
approved a purchase price of $35 million, of which Kopper and his domestic partner 
received approximately $3 million. In September 2001 , Fastow authorized a further $2.6 
million "tax indemnity payment" to Chewco, which Kopper subsequently transferred to 
himself. The payment was not contractually required and should not have been made, 
according to advice from Enron's inside and outside counsel at the time. These funds 
were used by Kopper to partially fund his purchase of Fastow's interests in two "LJM" 
entities (defined below). 

32. Because Chewco did not meet SPE requirements, due to, among other things, the 
undisclosed control by Fastow and Kopper, lack of independence, and failure to meet 
the outside equity requirement, the entities Chewco and JEDI should have been 
consolidated onto Enron's financial statements beginning the fourth quarter 1997. 
Fastow's formation, structuring, and use of Chewco enabled Enron to conceal millions in 
debt while falsely increasing income. As a result, Enron's year-end financial statements 
for the years 1997, 1998, 1999, and 2000 were materially false and misleading. In 
November 2001 , in a Form 8-K filed with the Commission, Enron announced that it 
would consolidate Chewco and JEDI retroactive to 1997. This resulted in a massive 
reduction in Enron's reported net income and a massive increase in its reported debt. 
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sums of money from such transactions, both in the form of management fees and 
skimmed deal profits. 

38. Fastow and Enron representatives regularly entered into secret side agreements 

pursuant to which the I IM entities would not bear true economic risk when they 

“purchased" assets from Enron. Frequently there was an understanding with Enron that 
the LJM entities would hold assets only for a short period of time, and Enron guaranteed 
that the LJM entities would make a profit on the buyback of those assets by Enron. 

Cuiaba 


39. Enron, through a wholly-owned subsidiary, held an approximate 65% interest in a 
power plant and related pipelines under construction in Cuiaba, Brazil (the "Cuiaba 
project 1 '). Enron was developing the project to generate and sell electricity. However, the 
Cuiaba project was troubled from its inception and caused Enron to incur significant 
costs. Enron's problems with the Cuiaba project were well known at Enron. 

40. Enron did not want to consolidate the Cuiaba project's debt on its balance sheet, and 
attempted to sell its interest. Deconsolidating would also permit Enron to mark to market 
a related power supply contract, thereby recognizing earnings. However, the Cuiaba 
project was so problematic that no independent third-party would purchase an interest in 
the project. 

41. Enron and Fastow solved their Cuiaba project problem by “selling" an interest in the 
project to Fastow-controlled LJM1. On September 30, 1999, Enron sold LJM1 a 13% 
interest in the project for $1 1 .3 million. The sale of this interest (and the board seat that 
went with it) was purportedly sufficient for Enron to conclude that it did not control the 
Cuiaba project. The "sale" enabled Enron to keep the Cuiaba project's substantial debt 
off its balance sheet. Furthermore, this purported sale enabled Enron to recognize a total 
of approximately $65 million of income in the third and fourth quarters of 1 999, when it 
was struggling to meet its projected financial results. 

42. LJM1 , through Fastow, agreed to "buy" Enron's interest in the Cuiaba project 
because Enron agreed in an undisclosed side deal to repurchase the interest if 
necessary and guarantee LJM1 a profit. Enron agreed to repurchase LJMI's interest at a 
higher price regardless of the actual performance of the Cuiba project. 

43. Because such a buyback agreement would have destroyed the favorable accounting 
treatment, the buyback agreement, originally in writing, was not set forth in the final deal 
documents, but continued in fact as part of an oral understanding. The buyback 
agreement was also not included in the written documents out of concern that Enron's 
auditors, Arthur Andersen LLP, would not approve the sale to LJM1 with such a 
provision. 

44. After LJMI's purchase, the Cuiaba project continued to suffer serious cost overruns, 
technical, and environmental problems. Despite the ongoing problems with the Cuiaba 
project affecting its value, on or about March 2001 , Fastow and Enron agreed upon the 
buyback price of LJMTs interest. For various reasons (including the fact that Fastow did 
not sell his interest in LJM1 to Kopper until July 2001), Fastow delayed the closing until 
August 15, 2001. Enron bought back LJMI's interest for $13,752,000. This purchase 
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price was calculated to provide LJM1 a significant profit even though the market value 
for Cuiaba had decreased. 

Nigerian Barges 

45. In 1 999, Fastow caused Enron to engage in a fraudulent "sale" of assets to permit 
Enron to record approximately $12 million of earnings in the fourth quarter of 1999. 

46. The "sale" related to three electricity-generating power barges owned by Enron. In 
December 1999, an Enron subsidiary entered into an agreement with certain Nigerian 
government entities for a three-phase energy project related in part to certain of Enron's 
power barges. These barges were expected to produce future revenues from an 
agreement for the supply of electricity to the Nigerian government. 

47. After several failed attempts to sell a portion of the project, in December 1999, 

Enron, through Fastow and Enron's Treasurer, contacted a leading financial 
institution("Financial Institution") and pressured it to purchase a $28 million interest in 
the project, with 75% financed by Enron, so that Enron could book a gain at year end. 
Such a sale would allow Enron to record approximately $12 million of earnings in the 
fourth quarter of 1 999, so that Enron could meet earnings goals, and to record $28 
million in funds flow. 

48. In spite of some dissension within the Financial Institution, including an internal 
document expressing concern that it could be viewed as aiding and abetting Enron's 
fraudulent manipulation of its income statement, the Financial Institution ultimately 
agreed to invest in the project. The Financial Institution invested $7 million, and Enron 
financed the remainder of the deal with a $21 million loan that was non-recourse to the 
Financial Institution. The Financial Institution never paid any interest on the loan. The 
Financial Institution had no real interest in investing in barge power projects in Nigeria 
but wanted to accommodate Enron, an important client and source of millions in fees to 
the Financial Institution. The Financial Institution conducted no due diligence on the 
barge project and did not actively monitor its investment. 

49. To induce the Financial Institution to enter into the transaction, Fastow guaranteed 
the Financial Institution that it would not lose money and would be taken out of the deal 
within six months. The Financial Institution was to receive an up front fee of $250,000 
plus 15% per annum for the period the Financial Institution held the investment, or an 
approximately 22.5% return. Enron falsely recorded the transaction with the Financial 
Institution as a sale and improperly recorded approximately $12 million of fictitious 
earnings in the fourth quarter of 1999. 

50. Six months later, consistent with the guarantee given by Fastow to the Financial 
Institution, Fastow arranged for the Financial Institution to be bought out of its interest in 
thebarges. Fastow directed Kopperto have LJM2 buy the Financial Institution's interest 
and on June 29, 2000, the day before the date Fastow had agreed to "take out" the 
Financial Institution, LJM2 bought the Financial Institution's interest for $7,525,000. The 
price was not the product of negotiation. Rather, the price reflected a $525,000 premium 
over the Financial Institution's original investment to account for the rate of return 
promised to the Financial Institution. LJM2 made the purchase to fulfill Fastow's 
guarantee. Further, had Enron repurchased the asset it may have had to reverse the 
sale, negating the favorable accounting treatment. 
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Raptor l/AVICI 

51 . Enron and LJM2 engaged in complex financial transactions with an entity called 
Raptor I. Fastow and others used Raptor I to generate profits for LJM2 and Fastow and 
to manipulate Enron's financial statements. Specifically, Fastow and others: (1) used 
Raptor I as an off balance sheet vehicle that they knew in fact did not qualify for such 
treatment, and therefore should have been consolidated on Enron's books; and (2) 
backdated documents to generate profits for Enron. 

52. Enron invested in other companies, including start-up ventures that later did initial 
public offerings ("IPO”) of their shares. At the time of an IPO, Enron often owned millions 
of shares of the newly public company. Following the IPO, Enron was at risk for market 
price fluctuations in the shares. The value of such stock was required to be recorded in 
Enron's financial statements at the end of each quarter. Because Enron was restricted 
by "lock up" agreements from selling its shares until some future date, it sought to 
reduce the impact on its financial results of a possible dramatic decline in the share 
price. 

53. Raptor I was designed to protect Enron's financial statements from decreases inthe 
value of certain Enron investments. Enron sought to use Raptor I to lock in the value of 
Enron's investments in stock, without actually selling its investments. 

54. Raptor I was created in April 2000 through an off-balance-sheet SPE called Talon 
LLC ("Talon"). Talon was designed to generate accounting gains which would offset 
Enron's significant mark to market losses on certain investments. Talon would enter into 
transactions with an Enron subsidiary that would lock in the value of Enron's stock 
portfolio. If the price of Enron's stock portfolio increased, Talon would be entitled to the 
upside gain, and if the stock portfolio declined. Talon would be obligated to pay the 
Enron subsidiary the amount of the loss. 

55. Talon was funded mainly by Enron through a promissory note and Enron's own 
stock. The remainder of Talon's funding, $30 million, was from LJM2, representing the 
purported three percent outside equity required for Talon to be off Enron's balance 
sheet. 

56. However, Talon should have been consolidated on Enron's financial statements 
because of an undisclosed side deal engineered by Fastow. Pursuant to the side deal, 
Enron agreed that, prior to conducting any hedging activity with Talon, Enron would 
return to LJM2 its full investment in Talon plus a guaranteed return. This undisclosed 
side deal would have "broken" the SPE, that is, it would have required Talon to be 
consolidated on Enron's financial statements because the supposed outside three 
percent equity was not at risk. Further, with the return of LJM2's capital by Talon, there 
was no outside equity at risk to justify Talon not being consolidated. Yet, Enron did not 
consolidate Talon on its financial statements filed with the Commission. In exchange for 
this side agreement, Fastow caused and allowed Enron employees to use Talon to 
manipulate Enron's financial statements. Pursuant to the undisclosed side deal, after 
LJM2 invested $30 million in Talon, it received $41 million from Talon on or 
aboutSeptember 7, 2000, reflecting a return of its capital and $1 1 million profit. 
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57. To conceal the side deal, Fastow and others devised a scheme to manufacture a 
$41 million payment to LJM2. Fastow and others made it appear that the payment 
represented the premium paid on a "put option” on Enron shares that Enron purchased 
from Talon. Enron purchased the put option, set to expire on October 18, 2000, fora 
premium of $41 million. Enron settled the put option early and Talon then distributed the 
$41 million to LJM2. The transaction was unusual for several reasons, including the fact 
that the put option was a bet by Enron that its own stock price would decline. There was 
no true business purpose for the put option other than to generate funds to pay LJM2 
under the undisclosed side deal. 

58. One of Enron's Raptor I hedges related to its attempt to lock in substantial gains from 
its stock holdings in AVICI Systems, Inc., an internet company that had recently 
engaged in an IPO. Because the stock price of AVICI had declined by the end of Enron's 
third quarter 2000, Fastow engaged in a fraudulent scheme to backdate the AVICI 
hedge to achieve a significant economic advantage for Enron. 

59. Fastow caused the AVICI hedge to be backdated to August 3, 2000. Fastow chose 
this date because he knew it was the date AVICI traded at an all time high price of 
$163.50. By back-dating the AVICI hedge in this manner, Fastow and Enron fraudulently 
locked in the recognition of a substantial gain and booked $75 million in additional mark 
to market gains that they otherwise would not have recognized. To facilitate the fraud, 
the put option was purportedly settled early, also on August 3, 2000, so that Enron could 
use Raptor I for hedging purposes. 

Southampton 

60. Enron had an investment in an Internet company called Rhythms NetConnections, 
Inc. ("Rhythms"). Enron owned approximately 5.4 million shares of Rhythms stock, and 
following an IPO in April 1 999, Enron was at risk for market price fluctuations in the 
stock. Because Enron was restricted from selling its shares until November 1999, it 
sought to reduce the impact on its financial results of a possible dramatic decline in the 
share price of Rhythms stock. 

61. In June 1999, Enron devised a scheme to reduce its risk through a "hedge.” As part 
of this hedging effort, LJM1 created a subsidiary known as LJM Swap Sub, L.P. ("Swap 
Sub"), which was funded with cash and Enron shares. Swap Sub thereafter entered into 
a series of transactions with Enron known as "derivatives." These derivatives 
transactions included a "put," which gave Enron the right to sell its Rhythms shares to 
Swap Sub for a set price on certain future dates even if the market value of the Rhythms 
Net shares was below the set price. In the third and fourth quarters 1999, the share price 
of Rythms Net decreased significantly and Enron was able to record gains from its 
transaction with Swap Sub to offset losses it incurred on its Rythms Net investment. 

62. in January-February 2000, both Enron and Rhythms shares increased in price, 
making Swap Sub's main asset (its Enron shares) more valuable while decreasing its 
potential liability on the Rhythms put option. Thus, Swap Sub had significantly more 
value than previously. Fastow was prohibited from having any direct pecuniary interest in 
Enron's stock held by LJM1. Nevertheless, in approximately February 2000, Fastow, 
Kopper, and three NatWest bankers devised and later executed a scheme to capture the 
increase in Swap Sub's value for themselves and others and defraud Enron, NatWest, 
and others by: (i) causing Enron topay $30 million to buy out, or "unwind," the banks' 
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interests in Swap Sub; (ii) causing NatWest to accept only $1 million for its interest in 
Swap Sub, while representing to Enron that NatWest was getting $20 million, and (iii) 
splitting the $19 million balance among themselves and certain Enron and LJM 
employees. 

63. In part to conceal from Enron and NatWest the true structure of the Swap Sub 
transaction and the roles played by Fastow, Kopper, and the bankers, Kopper created 
several layers of partnerships that would buy Swap Sub. The partnership created to buy 
NatWest's interest in Swap Sub was Southampton, L.P., in which Fastow, Kopper, and 
certain other Enron and LJM employees had a financial interest. Southampton K Co. 
was a limited partner in and owned 50% of Southampton, L.P. Thus, after Southampton, 
L.P. purchased Nat West's interest in Swap Sub, Southampton K Co. would own 50% of 
that interest. Kopper provided the bankers with an option to buy Southampton K Co. for 
$250,000. Upon exercising that option, the bankers would own 50% of Nat West's 
interest in Swap Sub, an ownership interest that Fastow and Kopper knew Enron was 
prepared to purchase for millions of dollars. 

64. To carry out the scheme, Fastow, Kopper and others, on or about March 22, 2000, 
caused Enron to agree to pay $30 million (purportedly allocated $20 million to NatWest 
and $10 million to CSFB) to unwind Swap Sub. That purchase price was based on 
Fastow's false representation to Enron that NatWest and CSFB had agreed to sell their 
interests in Swap Sub for $20 million and $10 million, respectively. In fact, NatWest 
received only $1 million and had agreed to receive this sum based on 
misrepresentations and fraudulent conduct of its own employees, who sought to skim 
profits that should have gone to NatWest. 

65. As a result, the three NatWest bankers who participated in the scheme 
receivedapproximately $7.3 million. The balance of the funds went to Fastow, Kopper 
and other investors in an entity called Southampton Place LP ("Southampton"), which 
Kopper created. The Southampton "investors" were a purported charitable foundation 
set up by Fastow for the purpose of receiving Southampton proceeds, which contributed 
$25,000 and received approximately $4.5 million; Kopper, who contributed $25,000 and 
caused Chewco to loan another $680,000, and received approximately $4.5 million; and 
five Enron and LJM employees chosen by Kopper and Fastow, who contributed a total of 
less than $20,000 and received a total of approximately $3.3 million. The payments were 
made on approximately May 1 , 2000. 

66. In November 2001 , in a Form 8-K filed with the Commission, Enron announced that 
it would consolidate Swap Sub retroactive to 1 999. Enron concluded that Swap Sub did 
not qualify for nonconsolidation treatment because of inadequate capitalization. The 
consolidation had the effect of reducing Enron's reported net income by $95 million in 
1999, and by $8 million in 2000. 


CLAIMS FOR RELIEF 
FIRST CLAIM 

Violations of Section 10(b) of the Exchange Act [15 U.S.C. § 78j(b)] 
and Rule 10b-5 thereunder [17 C.F.R. § 240.10b-5] 


67. Paragraphs 1 through 66 are realleged and incorporated by reference herein. 
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68. As set forth more fully above, Fastow, directly or indirectly, by use of the means or 
instrumentalities of interstate commerce, or by the use of the mails and of the facilities of 
a national securities exchange, in connection with the purchase or sale of securities: has 
employed devices, schemes, or artifices to defraud, has made untrue statements of 
material facts or omittedto state material facts necessary in order to make the 
statements made, in the light of the circumstances under which they were made, not 
misleading, or has engaged in acts, practices, or courses of business which operate or 
would operate as a fraud or deceit upon any person. 

69. By reason of the foregoing, Fastow violated and aided and abetted violations of 
Section 10(b) of the Exchange Act [15 U.S.C. § 78j(b)], and Rule 10b-5 thereunder [17 
C.F.R. § 240.10b-5], 

70. By reason of the foregoing, Fastow was a controlling person of Enron and its 
executives and employees, and a controlling person of Kopper, within the meaning of 
Section 20(a) of the Exchange Act [15 U.S.C. §78t(a)[, and by virtue of that control 
violated Section 10(b) of the Exchange Act [15 U.S.C. § 78j(b)], and Rule 10b-5 
thereunder [17 C.F.R. § 240.10b-5[. 

SECOND CLAIM 

Violations of Section 17(a) of the Securities Act [15 U.S.C. § 77q(a)] 

71. Paragraphs 1 through 70 are realleged and incorporated by reference herein. 

72. Fastow, by engaging in the conduct described above, directly or indirectly, in 
connection with the offer or sale of securities, by the use of the means or instruments of 
transportation or communication in interstate commerce or by the use of the mails: with 
scienter, employed devices, schemes, or artifices to defraud, obtained money or 
property by means of untrue statements of material facts or omissions to state material 
facts necessary in order to make the statements made, in the light of the circumstances 
under which they were made, not misleading, or engaged in acts, practices, or courses 
of business which operate or would operate as a fraud or deceit upon the purchasers of 
such securities. 

73. By reason of the foregoing, Fastow violated Section 17(a) of the Securities Act. 

THIRD CLAIM 

Violations of Section 13(a) of the Exchange Act [15 U.S.C. § 78m(a)] and 
Rules 12b-20, 13a-1, & 13a-13 thereunder [17 C.F.R. §§ 240.12b-20, 240.13a-1, 
240.13a-13] 

74. Paragraphs 1 through 73 are realleged and incorporated by reference herein. 

75. By engaging in the conduct described above, Fastow knowingly and substantially 
caused Enron to file materially false and misleading annual reports on Form 10-K and 
materially false and misleading quarterly reports on Form 10-Q with the Commission 
during the period 1997 through at least September 2001 . 
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76. By reason of the foregoing, Fastow aided and abetted violations by Enron of Section 
13(a) of the Exchange Act and Rules 12b-20, 13a-1, and 13a-1 3 thereunder. 

77. By reason of the foregoing, Fastow was a controlling person of Enron and its 
executives and employees, and a controlling person of Kopper, within the meaning of 
Section 20(a) of the Exchange Act [15 U.S.C. § 78t(a)], and by virtue of that control 
violated Section 13(a) of the Exchange Act and Rules 12b-20, 13a-1 , and 13a-13 
thereunder. 


FOURTH CLAIM 

Violations of Sections 13(b)(2)(A) and 13(b)(2)(B) of the Exchange Act 

[15 U.S.C. §§ 78m(b)(2)(A), 78m(b)(2)(B)] and Rule 13b2-1 thereunder [17 C.F.R. § 

240.13b2-1] 

78. Paragraphs 1 through 77 are realleged and incorporated by reference herein. 

79. By engaging in the conduct described above, Fastow aided and abetted Enron's 
failures to make and keep books, records and accounts which, in reasonable detail, 
accurately and fairly reflected Enron's transactions and dispositions of its assets, in 
violation of Section13(b)(2)(A) of the Exchange Act, and further aided and abetted 
failures to devise and maintain a system of internal accounting controls sufficient to 
provide reasonable assurances that Enron's corporate transactions were executed in 
accordance with management's authorization and in a manner to permit the preparation 
of financial statements in conformity with generally accepted accounting principles in 
violation of Section 1 3(b)(2)(B) of the Exchange Act. 

80. By engaging in the conduct described above, Fastow, directly or indirectly, falsified 
and caused to be falsified Enron's books, records, and accounts subject to Section 

1 3(b)(2)(A) of the Exchange Act in violation of Rule 1 3b2-1 thereunder. 

81. By reason of the foregoing, Fastow aided and abetted violations of Sections 
13(b)(2)(A) and 13(b)(2)(B) of the Exchange Act and violated Rule 13b2-1 thereunder. 

82. By reason of the foregoing, Fastow was a controlling person of Enron and its 
executives and employees and a controlling person of Kopper, within the meaning of 
Section 20(a) of the Exchange Act [15 U.S.C. § 78t(a)], and by virtue of that control 
violated Sections 13(b)(2)(A) and 13(b)(2)(B) of the Exchange Act and Rule 13b2-1 
thereunder. 


FIFTH CLAIM 

Violations of Section 13(b)(5) of the Exchange Act [15 U.S.C. § 78m(b)(5)] 

83. Paragraphs 1 through 82 are realleged and incorporated by reference herein. 

84. By engaging in the conduct described above, Fastow knowingly circumvented or 
knowingly failed to implement a system of internal financial controls at Enron. 


85. By reason of the foregoing, defendant Fastow violated Section 1 3(b)(5) of the 
Exchange Act. 
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86. By reason of the foregoing, Fastow was a controlling person of Enron and its 
executives and employees within the meaning of Section 20(a) of the Exchange Act [15 
U.S.C. § 78t(a)], and by virtue of that control violated Section 1 3(b)(5) of the Exchange 
Act. 

SIXTH CLAIM 

Violations of the Exchange Act Rule 13b2-2 thereunder [17 C.F.R. § 240.13b2-2] 

87. Paragraphs 1 through 86 are realleged and incorporated by reference herein. 

88. By engaging in the conduct described above, in connection with the Cuiaba 
transaction described above, Fastow, directly or indirectly, made or caused to be made 
false and misleading statements or omitted or caused others to omit to state material 
facts necessary in order to make statements made, in light of the circumstances under 
which such statements were made, not misleading to Enron's independent accountants 
and Enron's auditors in connection with audits and examinations of Enron's required 
financial statements and in connection with the preparation and filing of documents and 
reports required to be filed with the Commission, in violation of Exchange Act Rule 13b2- 
2 . 

89. By reason of the foregoing, defendant Fastow violated and aided and abetted 
violations of the Exchange Act Rule 1 3b2-2. 

90. By reason of the foregoing, Fastow was a controlling person of Enron and its 
executives and employees, and a controlling person of Kopper, within the meaning of 
Section 20(a) of the Exchange Act [15 U.S.C. § 78t(a)], and by virtue of that control 
violated Exchange Act Rule 13b2-2. 


JURY DEMAND 

91. The Commission demands a jury in this matter. 

PRAYER FOR RELIEF 

WHEREFORE, the Commission respectfully requests that this Court: 

A. Grant a Permanent Injunction restraining and enjoining Fastow from violating the 
statutory provisions set forth herein; prohibiting him permanently and unconditionally 
from acting as an officer or director of any issuer of securities that has a class of 
securities registered pursuant to Section 1 2 of the Exchange Act or that is required to file 
reports pursuant to Section 15(d) of such Act; and ordering him to pay disgorgement of 
illegal gains, and civil penalties; 

B. Pursuant to Section 308 of the Sarbanes-Oxley Act of 2002, enter an order providing 
that the amount of civil penalties ordered against Fastow be added to and become part 
of a disgorgement fund for the benefit of the victims of the violations alleged herein; and 


C. Grant such other and additional relief as this Court may deem just and proper. 
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UNTIED STATES 05 AMERICA 


ANDREW S.FASTOW 
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§ 

§ Violations 18 U.S.C. |§ 1343 (Wife Fraud) 
1956(a), 195ff(h), 1957 (Money 
Laundenng); 1512 (Obstruction of Justice); 
371 (Conspiracy); and 2 (Aiding and 
Abetting). - 


INDICTMENT 


The Grand Jury charges: 


Commi ttee on Governmental Affairs 

EXHIBIT #A-8 


1. At all times relevant to this Indictment, Earcn Coip. ("Enron'') was an Oregon 
corporation Its headquarters in Houston, Texas. Among other businesses, Enron was 
engaged in the purchase and sale of natural gas, construction and ownership of pipelines and 
power facilities, provision of tdcccnimmication services, and trading in contracts to buy and sell 
various commodities- Before it filed for bankruptcy onDecember 2, 200 1, Enron was the 
Seventh largest corporation in the United Stares. 

2. Boron was a publicly traded company whose shares were listed on the New York 
Stock Exchange; As a public company, Enron was requiredto comply with regulations of the 
United States Securities and Exchange Commission ("SEC"). Those regulations protect 
members of the investing public by, among other things, ensuring that a company’s financial 
information is accjirately recorded and disclosed to the public. 

3 . Under SEC regulations, Enron and its officers had a duty to make and keep books, 
records and accounts that Fairly and accurately reflected Eoroa’a business transactions, and file 
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with the SEC reliable quarterly and annual reports. 

4. Tlic defendant ANDREW $. PASTOW, a resident of Houston Texas, was Enron’s 
Chief Financial Officer ('’CFO'') from March .1998 to October 24, 2001. Prior to serving as 
CFO, PASTOW served as a Managing Director at Enron. As CFO, FASTGW .had oversight 
over many of Enron’s financial activities, PASTOW reported directly to Enron’s Chief 
Executive Officer rCEG"). During the time that he served as Enron’s CFO, FASTGW also 
served as the general partner and otherwise was in control of certain special purpose entities 
(’SPEs*) with which Enron did business. 

5. FASTGW as an Enron employes and executive officer owed a duty to Enron and its 
shareholders to provide the company with his honest services, 

THE SCHEMES TO DEFRAUD 

6. Barween at least 1997 and October .24, 20Q l , FASTOW and others devised schemes 
to dsdhoul Em on ana its shareholders, die investing public, the SEC, aad others. Ths goals of the 

schemes included: 

(a) falsification of Enron’s reported financial recoils so that Enron would Appear mare 
successful than ft -war, 

(b) artificial manipulation of the stare price of Enron stock; 

(c) circumvention of federal regulation so that Enron could obtain benefits to which it 
was not entitled; 

(d) 3lasicna of business skill and mccers cm the part of FASTOW and other Enron senior 
management; and 

(C}' personal enrictunem vf FASTOW and ocharo at tfie wepense of Enron, its 
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shareholders, mi others so whora they owed a doty of honest services. 

7. The means % which EASTOW and others achieved, and conspired and attempted to 
achieve, the goals of the schemes included: 

(a) Enron's engaging in fraudulent transactions with SPEs; 

(b) Enron's filing materially fife and misleading ihandal statements with the SEC; 

<c) Enron's making fete and misleading public statements about Enron's fiomcial 

performance; and 

(S) FASTOWs and others’ faking advantage of tbeir simultaneous control over SPEs 
and Enron's business opemfioGs. 

Enron's Use of Special Purpose E n tities 

S. Sicce at least the early lWj, Enron engaged in transactions with SPEs that were 
designed to improve Enron’s reported financial results. Emeu's treatment of its transactions with 
these SPEs tor financial statement purposes was subject to acecanting rales that governed 
whether an SPE should be consolidated onto Enron's balance sheet, or treated ns a separate entity 
not under Enron's control. Enron's raraagerrent, including FASTO W, preferred the latter result, 
known as "off-l»lanee-she«, 1 ' because it enabled Boron to (a) book earnings and Tecord cash 
Sow and (b) avoid reclusion of un&vorabfe information in its reported financial siaranerts, 
thereby presenting itscltaore attractively to Wall Street investeet analysts, audit rating 
agencies, the investing public, and others. 

9. trader applicable accounting rales, an SPE properly could receive off-balance- 
sheet treatment only if independent thud-party equity investors contributed at least 3% of the 
SPE's capital, and the third-party mvestmen: was geuutnetj- at risk, among cuter requirements. If 
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the third party ms net truly jndepmto, or Bts equity cot truly at rsk; consoSdatKm of tie SPE 
onto Enron’s Island afceet was required 
The RADR Transaction 

10. ' la early 1997, Enron owned interests in certain California ’wind hums which 
qualified for government financial benefits conferred on afterrativc energy sources. Sucli energy 
facilities were known as ‘'qualifying facilities" or s *QPs/* Under applicable; federal regulations, 
wind farms that were mere than fifty percent owned by an electric utility holding company "Were 
ineligible for QF status, and accordingly were not entitled to the associated financial benefits. By 
at least early 1907, FASTOW knew that Enron’s wind farms were about to lose their QF status 
because Enron was in. the process of acquiring Portland General Electric, and as a consequence 
Enron would become an electric utility holding company. 

11. In approximately March 1997, FA-STOW and others devised a scheme enabling 
them to reap the proceeds from the wind farms, without the farms losing their valuable QF status. 
As part of the scheme, Enron appeared to partially divest Itself of its interest in the wind forms 
through a sale to aa SPE known as RADR. In reality, Even illegally and secretly retained 
comrol over the farms and the- purported independent 3% equity' in tbs SPE. Although FASTOW 
ai first planned to serve as the SPE’s outside equity investor and general partner, nominees were 
substituted after FASTOW learned that his own involvement. or ihai of his relatives would have 
prevented the desired QF status. FASTOW provided funding for the nominees’ 'investment’' in 
RAJDR through, a loan from his personal checking account The nominees remained under the 
concealed control of FASTOW and another Enron finance executive, Michael Kopper. 

12. On approximately May 3 1, 1997. BADR purcWR Enmn' E interest in the wind 
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ikons for -SI? million/ Enron funded 97% of the purchase price with a S 1 6.49 roilHos loan to 
3ADK. The supposedly independent 3% equity vnvestora na RA DR contributed the remaining 
$510,000, FASTOW contributed $41 9,000 of that sum through concealed Io®s. 

1 3, Although he did not appear as a partner or investor in RADR, FASTOW directed the 
distriborioa of RADR proceeds. Indeed, FASTOW personally benefitted from the RADR 
transaction, m violation of FaSTOW’s duty to provide Enron with his honest services. For 
instance, RADR. began, making distributions to the nominees on July 1, 1997. On or about 
August 26 : 1997, atFASTOWs direction. FASTOW received from the nominees $431,850 in 
RADR proceeds, which represented $62,850 more than the sum he had fronted the nominees. 
And between approximately December 1997 and February 2000, FaSTOW received an 
additional $126,000 in RADR proceeds. So that his concealed interest m RADR would not be 
revealed, at FASTOW’s direction the payments wen; disguised as "gifts' 1 from Kopper and others 
to FASTOW, his wife and two children. 

14, In 1 993 Enron and the California Public Employees Retirement System 
f'CALTERS") entered into a $500 million joint venture known as Joint Energy Development 
Investment? ('TED]*}, which mad? various energy investments. Given CALPSRS' 50% equity 
investment and other factors, Enrau was able to treat JEDI for accounting purposes as zr. equity 
investroeuttn an of f-bai ancx -she et entity. 

1 5, la approximately die summer of 1 997, C ALTERS decided to liquidate its 
investment in jEDL and later agreed to do so far $333 million . FASTOW proposed the creation 

* Numbers referred to herein, arc approximate. 
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of an S?B known as Chewcotobuy CALPERS’ mtcr«st inJEDl Although FASTOW 
planned to serve as Chewco’s ctUsids equity- investor act! genera] partner, Kopperwss substituted 
when FASTOW leaned that Lis own involvement would trigger financial disclosure obligations 
for Enron. 

36. While FASTOW was precluded from serving m an official role at Chewed, he 

nevertheless directed that lie receive aporfioa of Chewco's proceeds from Knpper, in violation of 
FA STOW’ s duty to provide honest services to Enron and its shareholders. For example, in 
December 3998, FASTOW improperly authorized Enron to pay a $400,000 
'’mnsance/arrangemeat fee" to Chewco to obtain its consent ta amend the JEDI partnership 
agreement, even though the amendment was for the benefit of Chewco, not Enron. In December 
1998 and January 1999. FASTOW received kickbacks from that payment totaling $67,224, -fo the 
form of checks from Sapper to FASTOW and FASTQ W's family. 

17. FASTOW authorized other payments from Enron to Chcwco dial were against 
Enron’s interest For example, on March 26, 200 1, Enron repurchased Chewcc's limited 
partnership interest ta JEDI for 535 million. On beta] f of Chcwco, Eoppcr requested an 
additional payment from Enron to Chcwco of $2,625 million under a purported tax indemnity 
agreement executed in 1997. Against the advice of both inside and outside counsel at Enron, 
FASTOW approved the payment to Chewco. 
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The UM Entities 

Overview 

18. By 1 999, Enron was increasingly dependent on transactions with. SP£s to meet its 
gpaaagbl reporting goals. Bv June 1 999, m. order to have an ofFbahmce-dieet SPE to which 
Enion regularly could cam, Era-nn’s Beard agreed to penrrit FASTOW to create and serve as the 
managing partner of a new S?£ known as UML The Board kter proved FaSTOW*s 
parnripatioa k another SPE, known as UM2 (the UM entities hereafter ccHectivdy will bo 
referred tc as “UM” unless otherwise noted). The vast majority of UM's business involved 
transactions with Euros and its affiliates, 

19. From approximately July 1999 through October 200 1 , Err on entered into 
transactions with UM that defrauded Enron, its shareholders, the SEC, and others. The 
transactions with UM enabled Enron to: (a) manipulate its reported financial results by moving • 
poorly perforating assets off balance sheet, when ta feet such off-bal«tice~shcct freatment was 
improper, (b) manufecture eardngs through sham transactions with UM when Enron was having 
trouble otherwise mesiiug its goals for a quarter, and (e) improperly inflate the value cf Enron’s 
investments by backdating transaction. docuzesats to dates advacragaous to Enron. 

20. Enran’s dealings with UM also ensured that: (a) as CFO, FASTOW readily could 
rid Enron of poorly performing assets and thereby inyrove Enron's rep orted financial results, 
which in turn would enable FASTOW to eern continued prestige, salary, bonuses, and other 
benefits from Enron; (b) UM would meet its predicted rate of return, as Enron management 
seexetfy agreed that UM losses would be made up iu fixture deals; and (c) FASTOW and others 
at U M personally reaped huge sums' of money from such transactions, both in the form of 
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nuoagemcnt fees sad slammed deal profits. 



21 . FASTOW and others made various felse npres&tatioas to iron's Board a f 
Director (the ’’Board'’) to obtain its approval for FASTQWs participation m UM- Specifically, 
die Board was assured that: (a) Enron’s Chief Accounting Officer (“CAO”) md Chief £isk 
Officer would review transactions with LIM to ensure their ferrness to Enron; (h) the Board 
would be informed of all Enron transactions with LIM; (c) the purpose of ’UM was to bay assets 
from Bnrcur, and (d) alihoagh FASTOW would be compensated by LIM, fie would not profit 
from any appreciation in the value of Enron stock held by UM or its affiliates. 

22. In. fact, as FASTQWknew, fer from reviewing transactions with UM to ensure 
their fairness to Enron, Enron’s CAO and others find an undisclosed agreement with FASTOW 
that ensured that, aver tone, UM would not lose money in its dealings with Enron. 

23. As FASTOW further knew, although the Board was told that DM was a vehicle 
to which Enron could sell assets, and that it would be informed of all transactions with UM, the 
Board was not informed that Enron would from time to time repurchase assets from UM, or fold 
another buyer, so as to provide a profit to UM. 

24. Finally, as described more fully below in connection with a transaction known as 
Southampton, FASTOW violated his own representation to the Board that he would not 
personally profit from any appreciation in the value of Enron shares held by UM. 



25. Several transacticns between Enron and LIM were mere "parking’' or 

"warehousing* deals in which Enron "sold” assets to UM so that it could book earrings and 
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record cash flows. Boron. secretly agreed that LTM would hold the asset only for a short time, 
after which Enron would arrange a repurchase of the assets at a profit to UM 

The Cuiaba Traasactioa 

25. One parking transaction involved DM ‘a Vuchasc” of part of Enron's interest in 
a cctapany that was building a power plant in Cuiaba, Brazil (the “Cuiaba. project"). The Cuiaba 
project had caused Enron, to incur significant costs and by 2000 was approximately SI 20 minion 
over budget 

21. When no true third-party buyer could be found, FASTOW and others arranged on 
September 30, 1999 to **sc2” a portion of Enron's interest in the Cuiaba project lo LJM for S 11. 3 
tmilicn. This purported sale enabled Enron to recognize a total of approximately $55 million of 
income in the third and fourth quarter of 1999, when it was struggling to meet its projected 
financial results. 

28. DM agreed to “buy” Enron’s interest in the Cuiaba project despite its problems 
only because Enron and FASTOW in an undisclosed oral side deal agreed that Enron would buy 
back the interest if accessary’ at a profit to LJM That secret buy-back agreement was concealed 
fiom Enron’s outside auditors and Enron's Board by FASTOW and others. 

29. After the LJM "purchase, 11 the Cuiaba project continued to encounter serious 
problems. Despite these problems, in August 2C01 FASTOW caused Enron to buy back LJM’s 
Cut iibaint crest at a considerable profit to UM. 

The Nigerian Barge Transaction 

30. Another example of asset parking involved Enron’s interest in electricity- 
geceratiug power barges moored off the coast of Nigeria, la 1999, Baron mads unsuccessful 
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efforts to sell m interest jj* the barggs to u third jsarty. When Enron Med to sell the project by 
December 1999, Ecroa through FAS TOW %ud others arranged for a major financial institution 
(the " Financial Institution”} to "boy 11 a S2S million interest in the project. The Financial 
Institution agreed to “purchase" the interest only because (a) FASTQW promised in an oral 
■'handshake" deal that the Financial Institution would receive a Seed 15% interest rate and would 
net have to hold the barge interest for more than six months and (b) Enron would finance 75% of 
the purchase price and only require the Financial institution to pus up. S7 million. The -Financial 
Insttttttiaa's "purchase" allowed Enron to record improperly $12 million in ownings and S23 
million in funds flow in the fourth quarter of 1999. 

31. With no true third-pony purchaser available to buy the Financial Instituticn’s 
interest as che six-month deadline learned, on June 29, 2300, FASTOW had LJM purchase the 
Financial £nstitufion*s interest UM paid 57,525,000 for the Financial i nstttuuon’ s interest, 
which represented a $525,000 premium over the Financial Institution's original investment to 
account foe the rate of return promised by Enron. FASTOW caused Huron to provide financing 
for LJM’s purchase, and for Em'on to pay LJM a substantial undisclosed fee for catering info the 
deal with, die Financial Institution. Enron subsequently arranged for a third party to purchase 
LJM ‘s interest k the barges, again at a profit to UM. 

Manipulation of Enron’s Books Through Hedging Transac tions 

Taton 

32. Beginning in the spring of 2003, Enron and LJM engaged in a complex scheme to 
manipulate artificially Enron 5 * financial .statements. UM enabled Enron to falsify its financial 
picture; hi return, UM profited handsomely. Specifically, FASToW, Eurcm’s CaO, Enron's 


10 



352 


Treasurer, and others used on S.PE known as Tslou to engage m filegal transactions, mmsbr 0} 
Use use of Talon as an off-balane^heet vehicle feat PASTOW anti others teew in feet did not 
qualify fer such treatment and should have Been included on Enron’s books; (.2) the backdarmg of 
do extents to manipulate Enron's financial statements; and (3) the manufacture of guaranteed 
curuiugs fbrUM. 

33. Euroa invested m other companies, including start-up ventures that later did initial 
public offerings ("IPO”) of their shares. At the time of an IPO, Enron often owned substantial 
shares of the company. The value o f such stock, was required to be recorded at the prevailing 
market price in Enron's financial statements at the Kid of each quarter. Following an IPO, Enron 
was at risk for market price fluctuations m fee shares, many of which were extremely volatile. 
Because Enron was restricted by "leek tip" agreements from selling these shares until some future 
date, it sought to reduce the Impact cm its fbmci&i results of a possible dramatic decline in fee 
share price. 

34, Talon, which was created in April 3000, was designed by FASTOW and others to 
protect Enron's balance sheet from decreases in value of certain of thsse mvsstmdris. Talon 
would enter into "hedging” transactions -with an Enron subsidiary that would lock in the value of 
Enron’s stock portfolio: if the price of Enron's stock increased. Talon would reap the upside gain, 
and if die stock declined, Talon would pay tbe'Enroa subsidiary the amount of the toss. 

3 1 Talon was funded mainly by Enron through a promissory note and Enron’s own 
stock. The remainder of Talon’s funding came from a 53 Q million investment from UNf . This 
alleged third party fending served as fee supposed 3% outside equity required for Talon not to be 
■reflected in Enron’s financial statements. 
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36. As FAST OW an d ethers knew, however, Talon -was not properly offbaLnope 
sheet; Enron and FASTOW entered into aside agri«men.t whereby Enron guaranteed that it 
would pay $4 J million. to JUM before Talon would be allowed to engage in the hedging 
transactions for which it was created, hi exchange, FASTOW allowed Emm to use Talon la 
manipulate Enron's balance sheet As a result of this s ecret side deal, LJM’s investment was 
never truly at risk. 

37. In order to mask the side deal, FaSTQW, Enron's CAO, and others devised a 
scheme to nxanufectare a $41 million payment from Enron to LJM. To do so, Enron and Talon 
entered into a "put," that is, a transaction font ostensibly served to hedge Enron agains t a decline 
m its own stock, value. That “pm" option was purchased by Enron for $41 million. The $41 
million was paid to Talon and then transferred ic UM on September 7, 20GG. 

Back" Dating Doccniens la Order to Manipulate Enron's Financial Statements 

33. Alter agreeing io make foe S41 million payment to LJM, Enron began to use 

T aloa to hedge Enron’s investments. FASTOW and others allowed Enron to record inflated 
values for its investment portfolio by back-dating Talon hedge documents to dales when Enron’s 
stocks were trading at prices higher than those in effect on foe date foe hedge was actually 
entered into. Specifically, Enron wed back-dating to inflate fog value of its investment in 1 .09 
million shares of AVICI stock. While Enron hedged its AVICI investment through Talon in late 
August 2000, FASTOW and others caused documents related to foe hedge to be backdated to 
August 3, 2000. At the dose of business on that day, the price of AVICI was a: an all time high 
of S163.50, while foe foare price by &c actual date of the hedge ted declined significantly. By 
backdating the hedge transaction to August 3, 2000, Enron avoided having to repent (lie decline 
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la value that actually-had .occurred by the -true date of the hedge. 

FA$T QV/ 1 ; Use ofUMto Enrich Himself and Others 

39. Enron owned approximately 5,4 minion shares of Rhythms >ieCoaaecncnis, Inc. 
("Rhythms Net"), au btemct company. In approximately April 1999, Rhythms Net conducted an 
IPO of its shares. Following the IPO, Eurem was at risk far market price fiacrasricss hi Rhythms 
Net shares. Because Enron was restricted from sdKag its shares until November 1 999, it s ought 
to reduce die impact oa Its financial results of $ possible dramatic decline m the share price of 

Rhythns Net stock. 

40. In approximately luce 1 999, FASTOW devised a means for Enron to reduce the 
risk of its investment in Rhythms Net tfirough a hedge. As pan of this hedging effort, FASTOW 
and others caused the creation of aa LJM subsidiary known as LJM Swap Sub, L P ("Swap 
Sub”). Credit Suisse First Boston ("CSFB") and National Westminster Bank ( ,t NatWcst^ 
invested and became limited partners in Swap Sub-, which held both Enron shares and cash. 

Swap Sitb thereafter eatsredinto a series of transactions with Baron, including a "put" that gave 
Enron the right to sell its Rhythms Not shares to Swap Sub for a set price on certain future dates 
even if the market value of the Rhythms Net shares was below the sot price. 

4 J . By early 2000, Boron's and Rhythms Net's share prices had increased, 

consequently, so had the value of Swap Sub. Even though FASTOW was prohibited by Enron's 
Board from having any direct pecuniary interest m Heron’s stock held by LJM, FASTOW, 

Kopper, and three backers employed by Nat West devised a scheme to defraud Enron and 
NatWestby capturing a substantial portion of the increased value of Swap Sub*s Enron shares for 
themselves and others. 
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' 42. It. wag part of the scheme thst FASTOW* Kappa, and the NatWest hankers 

^agdideafly tr.duc.ed"KatWe?i to saJiife iatefestm Swap Sub fcr $1 mjIHcm, at a time when fey 
kacw fe interest was worth millions more. Indeed, on or about March 22, 2000, FAS TOW 
finalized an agreement with Enron, to pay Swap Sub S30 million to unwind Enron’ s transactions 
•with Swap Sub, FASTOW represented to Enron that CSFB would receive $1 0 minion, and 
falsely represented that NarWest would receive S20 million- In fact, as FASTOW and Ms co- 
conspirators knew, KatWest received only $1 milHou. 

43. The SIS naUion of illegal proceeds was divided among tic conspirators. The 
NatWest bankers received approximately $7.3 million. Hie re m aini n g balance of the funds went 
to "investors” in a partnership known as Southampton. These “favostofs” iccfudcd FASTOW, 
Koppcr, Enron’s Treasurer, various UM employees, and an Enron in-house attorney, 
Specifically, on approximately May 1, 2000, the "Investors” in Southampton rccetycd the 
following payout: the FASTOW Family foundation S4.5 mfflion; Koppcr S4.5 m2licm; and the 
five Emco and LJM employees received a total of upproxiinarcly $3,3 ixttllioiL 

Sale of the LJM Entities 

44. In July 2001, Enron determined that FASTOW’s continued role in DM would 
require disclosure in Enron's financial statements. To avoid such disclosure while keeping UM 
available for use by Enron, FASTOW sold bis interest in UM to Koppar. 

COUNTONE 

(Conspiracy to Commit Wire Fraud: Self-Dealing by FaSTOW) 

45. The dUgaiions of paragraphs 1 through 17 and 39 through 44 etc realleged as if 


fully set forth here. 
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46. 2a or about and between at least 1257 and October 2001, heth dates being 
approsimatc and iccluHve, vrifemtbe Southern District of Texas and elsewhere, the. defendant 
AKDRBW S. FASTOW and others conspired to devise a scheme and artifice to defraud, 
ujc'iodmgto deprive Enron and, its shareholders andNatWest of their intangible right of honest 
services, and to obtain money and property by means of materially falsa and fraudulent pretenses, 
representations and promises, and for the purpose of executing such scheme and artifice would 
transmit and cause to be transmitted by means of wire communication in interstate and foreign 
commerce writings, signs, signals, pictures and sounds, all in violation of Title 1 3, United Stater 
Code, Section 1343, 

OVERT ACTS 

47. In furtherance of the conspiracy and to effect the object*; thereof; within the 
Southern District of Texas and elsewhere, the defendant ANDREW S. FASTCW and others did 
commit and cause to t« corntrridedthe following, overt acts, among others: 

RADR 

a. In or about 5*fay 1 557, FASTOW wired $412,00(7 to Xoppcr. 

b. In or about August 1 997, FASTOW received a $4$ 1.S5CJ wire transfer fromKoppcr- 

c. In or about December 1 997 through February 2000, FAST QW and Kopper directed 
the payment of RADR proceeds to FASTOW, his wife and two children, 

Chewco 

d. In or about December 1 99S, FASTOW caused Enron to pay $400,000 to Chewco as 
a "nmsmcc/amngemcnt fee." 

t. Oa or about and botwcea December 31, 1998 acd Jan-nary, \ 599, FASTOW, his wife 
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and children received checks from Xripper totaling $67, 224. 

Southampton. 

- f. On or about March 4, 2000, FASTOW met will a NatWest banker m the Cayman 
Islands. 

g. Ge or about March 10, 2000, a NatWest banker faxed a letter from London, England 
to Houston, Texas stating that NatWest would sdi its interest in Swap Sub for SI million. 

h. On or about April 25, 2000, a NatWest hanker caused a wire Transfer of $25 1 ,993 
• from an account its England to an account in Houston, Texas. 

i. On or about May 1, 2000, $7,352,625 wss wire transferred from Houston, Texas to aa 
account in die Cayman Islands controlled by one of foe NatWest bankers. 

j. On or about May 1 , 2000, $ i ,04 0,744 was wire transferred to an account controlled 
by an Enron, employee. 

k. On or about May t, 2000, 54,466,189 was wire transferred to an account in foe name 
of the FASTOW Family FoimdaS on. 

( Title 18, United States Code, Sections 371 and 3551 cl geo.) 

COUNT TWO 

(Conspiracy to Commit Wire Fraud — Nigerian Barges) 

48. The allegations of paragraphs 1 through 9, 18 through 25, and 30 and 3 1 are 
realleged as if My set forth here. 

49. In or about and between December 1 9SS and December 2000, both dates being 
approximate and inclusive, within foe Southern District of Texas and elsewhere, the defendant 
ANDREW $. FASTOW and others conspired to devise a scheme and artifice to defraud. 
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including to deprive Enron and its shareholders ofthcir intangible right of honest services, and to 
obtain money and property by means of materially Mse and fraudulent pretenses and 
ttpresentarions, and for the purpose of executing such schema and artifice would transmit and 
cause to he transmitted by means of wire cQttxnustcatian in interstate and foreign commerce 
writings, signs, signals, pictures and sounds, ail in violation of Tide 18, United States Code, 
Section 1343. 

SO. .hi furtherance of the conspiracy and to effect the objects thereof, within the 
Southern District of Texas and elsewhere, tbs defendant aNDKEW 5. FA STDW and c&ais did 
commit end cause to be committed tbs following overt acts, among others: 

a. In or about December 1 999, FASTQW spoke with represaaafives of the financial 
Institution regarding iis investing in die barges. 

b. la or about December 1999, FASTOW committed to the Financial Instituticn that 
Enron would take the Financial Institution out of the barge transaction within six months. 

c. In or about December 1999, Enron made false representations to its outside auditors 
regarding the agreement between the Financial Instituticn and Enron. 

d. In or about June 2000, FASTOW caused UM to purchase the Financial Institution's 
interest in the barges. 

e. In or about June 2000, FASTOW caused Enron to pay UM a fee for purchasing the 
Financial Institution's interest in the barges. 

f. In or about June 2000, Enron made false representations to its outside auditors 
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regarding the pgreem^t bet^fien the Financial Institution; Suren and UM. 

( Tide 1 8, United States Code, Seeded 371 and 3551 et sgq.) 

co mxmm 

(Conspiracy to Commit Wire and Securing Fraud -Talon Off-Balance-Sheet Conspiracy) 

■5 i. The allegations of paragraphs ! through. 9, 1 8 through. 25, and 32 through 38 are 

realleged as Iffiiliy set forth here. 

52. In or about and between spring 2000 and December 2QG0, bo* dates being 

approximate and inclusive, within the Southern District of Texas and elsewhere, the defendant 
ANDREW S. FASTQW and others &d knowingly and intentionally conspire (a) willfully and 
unlawfully to use and employ manipulative and deceptive devices and contrivances and directly 
and indirectly 0) to employ devices, schemes said artifices to defraud; (ii)to make untrue 
Statements of material facts and emit to stale facts necessary in order to mike the statements 
made, in light of the dreurnstances under which they were made, not misleading; and (iii) to 
engage in nets, practices, and courses of conduct which would and did operate as a feud and 
J — ^ -r-- •••—*— W/rrintr nnhlic. in ennnecdoD with purchases and sales of Enron 
stock and by the use cf the. instruments cf communication in interstate commerce and the mails, 
in violation of Title 15, United States Cods, Section 78j(b) and Rub \ Ob-5 of the SEC, Title 17, 
Code of Federal Regulations, Section 240.1 Qb-5, and (b) to device a scheme and artifice to 
defraud, including to deprive Enron and its shareholders of their intangible right of honest 
sendees, and to obtain money and property by imaos ofm&crially false and fraudulent pretenses, 
representations, promises, and, for the purpose of executing such scheme and artifice, to cause 
imerstate win: communications in violaftoaof Title 18, United States Code, Section 1343. 
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OVERT ACTS 

53, In fitrtherasce of the conspiracy and to effect tie object fesreof, within the 
Southern District of Texas and elsewhere, the defendant ANDREW S. FASTOW and others did 
commit and cause to be committed the following overt acts, among others: 

a. Xn or about April 2CQ0, FASTOW caused Enron tc enter into a put with Talon. 

b. On or about September 2000, FASTOW caused UM to obtain $41 sstHon from 

Enron. 

( Title 18, United States Code, Sections 371 and 3551 s$as.) 

COUNT FOUR 

(Conspiracy to Commit Wire and Securities Fraud — AVICI Hedge Conspiracy) 

54. The alleg ations of paragraphs 1 through 9, 1 8 through 25, and 32 through 33 are 
realleged as if My set forth here. 

55 In or about and between August 2000 and September 2000, both tosbriag 
approximate and inclusive, within the Southern District of Texas and elsewhere, the defendant 
ANDREW S. FASTOW and ethers did knowingly and intciitiocaEy conspire (a) willfully and 
unlawfully to use and employ manipulative and deceptive devices and contrivances and directly 
«iid indirectly (i) to employ devices, schemes and artifices to defraud; (ii) w make untrue 
statements of material facts and omit to state facts necessary in order to make fee statements 
made, in light of the clrcmnstances under which they were made, no: misleading; and (Hi) to 
engage In acts, practices, and courses of conduct which would and did operate as a fraud rad 
deceit upon members of the investing public, in connection wife purchases and sales of Enron 
stock and by the use of the instruments of catrununiegttou in interstate commerce and the mads. 
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in violation, of Title 1 5, United States Code. Section 73j(b) and Rale IGb-S of the SBC, Tide 17, 
Cade af Federal Relations, Section 240. JOb.5, and {b} to devisa a scheme and artifice to 
defraud, including to’ deprive Enron sad its shareholders of their intangible right of honest 
serweeu, and to obtain money and property by means of materially false and fraudulent pretenses, 
representations, promises, 2 nd, for the purpose of executing such scheme and artifice, to causs 
interstate wc cosurunricarioas la violation of Tide IS, Untied States Code, Section 1343. 

OVERT ACTS 

56. In fonherence ofthe conspiracy and to effect the objects thereof whhta die - 
Southern Distinct of Taxes and elsewhere, the defendant ANDREW S. FASTOW snd others did 
commit and cause to he committed the following overt act, among otto: 

a. In or about law August 2000, FASTOW met 'with aa UM employee and instructed 
rhe employee to permit Enron to enter into a back-dated, hedge of the AVICI stock, 

b. In or about late August 2000, UM caused Talon to enter into a hedge with Enron of 
its AVICI stock, back-dated to August 3, 2000. 

( Tide 1 S, United States Code, Sections 37 1 and 3 551 et se^.) 

COUNTS FIVB THROUGH THIRTY-THREE 
(Wire Fraud —RADR) 

57. The allegations cf paragraphs 1 through 13 are realleged as if folly set forth here. 

S3. On or about the dates specified below, within foe South era District cf Texas and 

eteewhers, the defendant ANDREW S- FASTOW and others did devise a scheme and artifice to 
defraud, including to deprive Enron and its shareholders of their intangible right of honest 
services, and to obtain money and property by means of materially false and fraudulent pretenses, 
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rsprcafestatioua and proodses, and for foe purpass iif executing such scheme 2 nd artifice did 
transmit and cause to be transmitted by ms arts of wire comtisintcadon in interstate and foreign 
commerce writings, signs, sigc&ls, pictures and sounds, as follows: 


B 

BH 

From 

To 

BesmptioTi 


12/23197 

New Yorjc, NY 

Houston, TX 

wire transfer: $55,820,04 

6 

1223/97 

New York, NY 

Housicn, TX 

wire transfer: $65,335.62 

7 

2/4/98 

New York, NY 

Houston, TX 

wire transfer $75,091 -94 

8 

2/4/98 

New York, NY 

Houstcn, TX 

wire transfer: $3 1,808.22 

9 

3/31/98 

New York. NY 

Houston, TX 

wire transfer $40,684.93 

10 

4/13/98 



wire transfer 39,292.00 

11 

623/98 

New York, NY 

Houston, IX 

wire transfer S19/733.7S 

12 

6/23/98 

New York, NY 

Houston, IX 

wire transfer. $63,616.44 

13 

8/5/58 



wire transfer: $94,730,06 

14 

S/3/98 



wire transfer $30,325.77 

15 

9/30/98 

New York, NY 

r 

I 

a 

& 

o© 

T' 

0 

| 

1 

t« 

9/30/98 

New York, NY 

Houston, TX 

wire transfer: $41,424.66 

17 

E53 


Houston, TX 

wire transfer: 342/740,07 

IS 

12/23/98 



wire transfer: $62,136.59 

19 

2/4/99 



wire transfer: $18,655.99 

20 

2/4/99 

New York, NY 

Houston, XX 


21 

7/1/99 


Houston. TX 

wire transfer: $32,669.59 

22 

7/1/99 

New York, NY 

Houston, TX 

wire transfer SI 08,1)00. 00 

23 

S/6/99 

New York, NY 

Houston, TX 

wire transfer: $45,357,84 

24 

8/6/99 



wire transfer: $27,369.86 

25 

10/19/99 

New York, NY 

Houston. TX 

wire transfer $12,263.01 

26 

[0/29/39 

New York, NY 

Houston, TX 

wire transfer: 354,739.73 
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n 

iimm 

NcwYoA.NY 

Houston. TX 

wire transfer: $15,21.7.07 

SB 


New York, NY 

Houston, TX 

wire transfer: $43,082,19 



NcwYmVNY 

Houston, TX 

wire transfer: $845,241.59 

BFW 

2/isoa 



•wire transfer; 539,94-5.21 

31. 

3/27/GO 

% 

i 

1 

Houston. TX 

wire transfer; $98,383.56 

mm 

■3 



Houston, XX 

wire transfer: 5256,616.47 

■9 


New York, NT’ 

Houston, TX 

wire transfer: $2,000,000.00 


(Title IS, United States Code, Sections 1343 , 2 and 3551 et seg.) 

COUNTS THIRTY-FOUR THROI JGtt FORTY 
(\\%e Fraxid -Southampton) 

59. The allegations otparagraphs 1 through 9 sad 39 through 44 are realleged as if 
fully set forth, here. 

60. On or about the dales set forthheW, within die Southern District of Texas aid 
elsewhere, the defendant ANDREW S. FASTQW sad others did devise a scheme and artifice to 
defraud, including to deprive Enron and its shareholders of their intangible right of honest 
services, and to obtain money and property fay means of false and fraudulent pretenses, 
representations and promises, and for the purpose of executing such scheme and artifice did 
transmit and cause tote transmitted by means of wire comrauaicarion in interstate and foreign 
commerce writings, signs, signals, pictures and sounds, as fellows: 


Count 

Date 

FronvTo 

Description 




Fax: offer to purchase Swap Sub interest 

35 



Fax: re sale of Swap Sub interest 

36 



feroail; ssganiure needed for Swap Sub sale 

d?ytiiyr f grtt.’t 
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Cfjuat 

Date '* 

FrairyT q 

Description 

37 

3,'! 7/00 

Loitdoh/Houstoa 

Email: final Swap Sub sale doormeats 

m 

4/2UQG 

l^adoa/EoiuJtoii 

Fax: si^cd notice of option exercise 

BB 

4/26/00 

BnghmdTlQustcn 

Wire transfer of 525 1,993 to sxercac option 

40 


HoustQa /, C8.ynS£in 

Islands 

Wire transfer of $7,352,626 


(Title 18, United States Code, Sections 1343, 2 and 3551 £t sen.) 

COUNT TQRTY-OMT 
-(Obstruction of Justice) 

61. The allegations in paragraphs 1 through 9 and 39 through 44 arc realleged as if fully 
set forth here. 

62. In acflboutAugns£3J5dSep{eraber200l,wUhintheScntiierQl>isttictofTeras ) fhs 
defendant AND3XEW S. FASTGW did knowingly, mfcmtionally and corruptly persuade cod 
attempt to persuade another person, namely, Michael J, Kopper, with intent to cause and induce 
Kopper to (a) withhold records, documoris and other objects from official proceedings, namely: 
governmental proceedings and investigations, and (b) alter, destroy, mutilate and conceal objects, 
namely, laptop zad desktop computers and information contained therein, with intent to impair 
the objects s integrity and availability for use in such official proceedings. 

(Title 1 8, United States Cede, Sections 1512(b)(2)(A) and (B) and 3551 ct sec .'I 

COUNT FORTY-TWO 
(Money Lansadcaiiig Conspiracy) 

63. The allegations in paragraphs 1 through 44 are realleged as if fully set forth here. 

64. From in or about July, 1 997 through December 200 ], m the Southern District of 
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Texas and elsewhere, the defendant ANDREW S. FAST GW find' others did knowingly conspire; 

(a) knowingly to conduct and attempt to conduct financial transactions affecting interstate 
commerce and foreign commerce, which iraasacttons involved die proceeds cf specified 
unlawful activity, that is, wire fraud m violation or Title 18, United States Code, Section 13-43, 
and securities fraud, in violation of Title 15, United States Code, Sections 7Sj(b), 78ff and 17 
C.F.R. 240-1 Ob-5, knowing that die transactions were designed in whole or in part to conceal and 
disguise the nature, location, source, ownership, and control of she proceeds of specified 
unlawful activity, and that while conducting and attempting to conduce such financial 
transactions, knew that the property involved ia the financial transactions represented fee 
proceeds of some form of unlawful activity, m violation of Tide 1 8, United States Code, Section 
19<6(aXl)CB)(i);and 

(b) knowingly to engage and attempt to engage, in monetary transactions by, through or tc 
a financial institution, affecting interstate and foreign commerce, in criminally derived propaty 
of a value greater than $ 10,000, that h the deposit, withdraws!, or transfer of funds, such 
property having been, derived from a specified unlawful activity, that is, wire fraud and securities 
fraud, in violation of the provisions of Tide 18, United States Code. Section 1957. 

65. In furtherance of the conspiracy and to eflkct the objects thereof, within the 
Southern District of Texas and elsewhere, fee defendant ANDREW S. FASTGW and others did 
commit and cans* to he committed the following overt acts, among others: 
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QI327i 1 997 I Transfer of $43 1 , S50 from Bank One account number 

1 883757583 in dxe name of Michael Keeper to J? Morgan 
1 Chase uccotmt number 054*06029219 in the name of Lea aad 
| .Andrew Fastow 


/2/2O02 | Transfer of $6,500,000 from FASTO W IP Morgan Chase 

| Account 054-05023866 to Capital Growth. Holding, LP account 
number 0159006325 at Sterling Bank 


I 


(Title 18, United Stales Code, Sections 1956(h) and 3551 et >eg.) 


(Money Laundering) 

66. The allegations in paragraphs 1 through 13 are realleged as if fully set forth here. 

67. Cki or about the dates listed in the chart below, in the Southern District of Texas 
and elsewhere, defendant ANDREW S. FASTGW, knowing that the property involved in the 
financial transaction represented the proceeds of some form, of unlawful activity, did knowingly 
conduct and attempt to conduct, such a financial transaction affecting Interstate and foreign 
ccmraaxe which in fact involved the proceeds of specified unlawful activity, that is, wire fraud, 
in violation of Tide IS, United States Code, Section 1343, and securities fraud, in violation of 
Title 15, United States Code, Sections 78j(b), 78ff and 17 C-F.R. 240.1 Ob-5, knowing that the 
transaction was designed in whole or in part to conceal and disguise the source, ownership, and 
control of the proceeds of specified unlawful activity, to wit: 


Date Transaction 


43 08/27/1997 Transfer of $481 ,850 from Bank Orw account number I SS37575S3 

in the name of Michael Kopper to JP Morgan Chase account 
I otmiber 054-06029219 in. the name of Lea and Andrew Fastow 
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44 

12/30/1998 

Transfer of $1.0,000 from Charles Schwab account number 2883- 
. 7706 in the name of William Dodson to JP Morgan Chase account 
nsniber 766-09061417 35 the name of Jeffrey T. FastoWj UGTA 

. 45 

I2/30/1S98 

Transfer of $10,000 from Charles Schwab account number 2883- 
7706 in the name of William Dodson to IP Morgan Chase account 
number 766-09061227 in the name of Matthew Fasfow, UTMA 

mmm 

12/30/1998 

Transfer of $6,535.10 from Charles Schwab account number 2S83- 
7706 in the name of William Dodson to J? Morgan Chase account 
number 054-05023866 in the name of Lea and Andrew Fastow 

47 

3/16/2000 

Transfer of $10,000 from Charles Schwab account number 2883- 
7706 in die name of William Dodson to JP Morgan Chase account 
number 766-09061227 in the mane of Matthew Fastow, UTMA 

■ 

3/16/2000 

Transfer of $10,000 from Charles Schwab account number 2883- 
7706 in the name of William Dodson to JP Morgan Chose account 
number 054-05023866 to die name of Lea and Andrew F&stow 

49 

3/16/2000 

Transfer ofSiG, 000 from Charles Schwab account number 23S3- 
7706 in the name of Willi am Dodson to JP Morgan Chase account 
number 054-05023 S66 in the name of Lea and Andrew Fastow 


(Title 1$, United States Code, Sections l956(a)(I)(B)(i), 2 and 3551 et sea.) 

COUNTS FIFTY THROUGH SEVENTY-EIGHT 
(Money Laundering) 


6S. Tie allegations ut paragraphs I through 9, \ 8 through 25, and 39 through 44 are 
realleged as if -fully set forth here. 

69. On or about the dates listed in the chart below, in the S cuthem District of Texas, 
and elsewhere* defendant FASTOW dM knowingly engage and attempt to engage, and did aid, 
abet, counsel, command, induce, procure and cause the engaging and attempting to engage in the 
following monetary' transaction by, through or to a financial institution, affecting interstate 
commerce, in criminally derived property of a value greater than $10,000, which funds were 
derived /mm a specified unlawful activity, that is, wire fraud in violation of Title 18, United 
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Siais Cade, Seeripn. 1343, sad securities fraud fa -riolatfoa of Title 15, Umtsd Stats Cods, 
Sections 7Sj(b), 78ffaad 17 CFJL 240, 10^ to wit; 


Coant 

Date 

Transaction 

50 

5/U2O0C 

Transfer of $1,040,744 Sxaa Southampton Place, TP’s Chase Bank 
.acccacf inzinber 323-905781 to Ben GHsan's Charles Schwab 
account number 3714-9242 

5i 

snam 

Transfer of $4 1 5,298 from Soufeamptcn Place, L P’s Chase Bank 
account attrober 323-905731 to Kathy Lymris Bank One account 
number 1883761374 

ill 



53 

5/lQQfiO 

Transfer of SS2Q>372 from Southampton Place, LP’s Chase Beak 
account number 223-905781 to Anne Yaegcr Patel’* Enron Credit 
Union share account number 618571 

54 

»l/2!»0 

Transfer 0:5416,258 from Southampton Place, LP’s Chase Bank 
account number 323-905781 to MichaeL Kinds' Merrill Lynch 
account number 728-17139 

55 

10/13/2000 

. 

Purchase of 3 .000,000 shares of City of Austin Itnp municipal 
bonds with funds from FASTO W IP Morgan Cliaso Account 
Q62603-00-3 

5« 

7/2/2001 

Transfer of $750,000 from a Salomon Smith Barney, account 
number 7 19-02658-12- 1 25 to Kristina Mcrdaunt's UBS Paine 
Webber account number HS 75406 HI 

S7 

8/06/2001 

Purchase of 500,000 shares of Texas A & M Univ Revs Financing 
Tntmieipal bonds -with ftmds from FASTO WJP Morgan Chase 
Account Q62603-00-3 

53 

8/07/2001 

Purchase of 500,000 tees of Kay Indrpeatat School District 
Tec?«m Sdi Fuitdratauripal hauls with teds from FASTO WJP 
Magisn Chase Account Q52603-0Q-S 

59 

_ 

g/30/2001 

Purchase of 1,050,000 shares of San Antonio Independent School | 
District municipal bonds with funds from FASTOW JP Morgan * 
Chase Account Q62603-Q0-8 
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60 

.9/13/2001 


61 

9/18/2001 

Purchase of 500,000 shares of Hays County Tax. Gcal Puiposc 

Fund municipal bonds with funds {ram FASTOW JP Mag an 

Chase Account Q62603-00-S 

62- 

9/2*3001 


63 

10/02/2001 

Purchase of 500,000 shares of tfoiveisity of Texas Univ Rev 
Financing Sys municipal bonds wife fends from FASTOW i? 
Morgan Chase Account Q52603-CO-8 



Purchase of 500,000 shares ofUnivcrsity of Texas Uaiv Rev 
Financing Sys mmncipd bonds with fends Snm FASTOW J? 
Morgan Chase Account Q626Q3~0O-3 

6$ 

10/02/2001 

Purchase of 500,000 shares of University of Texas Uciv Rev 
Financing Sys municipal bonds wife fends foam FASTOW JP 
Morgan Chase Aceoimfc Q626O3-0O -g 

66 

umnooi 

Purchase of 1,1 10,000 shares of Cacrokon Farmers Branch 
Independent School District municipal bonds wife fends from 
FASTOW J? Morgan Chase Account Q626O3-0O-3 

■ 

(1/3W2001 

Purchase of 500,000 shares of For: of Houston Audi Tex Harris 
County Port-municipal bonds with fends from FASTOW JP 

Morgan Chase Account Q52603-00-S 

■ 

nnonaoi 

Purchase of 1,000,000 shares of Port of Houston Auth Tex Harris 
County Fon municipal bonds with funds from FASTO W JP 

Mcr^n Chase Account Q62603-00-3 

69 

unworn 

Piachass of 300,000 shares of fort of Hoasttm Attfh Tex Harris 
Comry Port municipal tads with funds from FASTOW JP 

Morgan Chase Accoaat Q62603-00-8 

70 

12/20/01 

Purchase of 1,000,000 snares of City of Austin Tex Wtr & Water 

Sys Revs Ref municipal bonds wife fends from FASTOW J? 

Morgan Chase Account Q62603-O0-8 

71 

9/1 3/2001 

Transfer of $60,000 from FASTOW JP Morgan Chase Account 
Q626O3-0C-S to rASTOW JP Morgan Chase Account 054- 
05023S66 


28 





















370 


72 

minm 

Ti^M/er of $1,020,000 from FASTOW JP Morgan. Chase Account 
Q62SGM&S to FASTOW IP Morgan Chasn Acaram 05A- 
05023S® 

73 

12/1912001 

Transfer of $5,000,000 from FASTOW JP Morgan Chase Account 
Q62603-Q0-S tc FASTOW JP Morgan Chase Account 054- 
05023866 

74 

222 / 20 ® 

Transfer of Sl.OOO.OOC non FASTOW JP Morgan Chase Account 
Q626CB-0M to FASTOW IP Morgan Chase Acctaut 0S4- 
050238® 

75 

4/9/2G02 

Transfer of Si, €00, 000 fromFASTOW J? Morgan Chase Account 
Q&2603-Q0-8 to FASTOW JP Morgen. Chase Account 054* 
05C23866 


4/16/2002 

• 


77 

5/3/2002 

Transfer of 54,000,000 from FASTOW JP Morgan Chase Account 
Q626Q3-00-S to FASTOW JP Morgan Chase Account 054- 
05023866 

73 

5/2/2002 

Transfer of $6,500,000 from FASTOW JP Morgan Chase Acc ount 
054-05023266 to Capital Growth Holding, L? account number 
0153006385 at Sterling Bank 


(Title 18, United States Code, Sections 1957 , 2 and 3351 £ seq.) 


FORFEITURE ALLEGATION S 

70. Upon conviction of one ermore of the offenses alleged in Coun ts I through 40, 

FASTOW shall forfeit to the United States ptaanantto 18 U.S.C. $ 981(aXlXC> and 23 UJS.C. § 
2461 (c) any property cons&ming car derived from proceeds obtained directly or indrecUy as a 
result of the said violations, including hut not limited to the properties listed in paragraph 72 
below. 


7 1 ■ Upon; cenvicti oa of one or more of the otTenscs alleged, in Counts 42 through 78, 

FASTOW shall forfeit to the United States pursuant to 18 U.S.C. } ?S2(a)( t) the following 
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property: 

(a) all right, ride, and interest ia any and ail property involved in each offense in 
viotettett of IS US.C. §§ 1956 and 1957, or conspiracy to eotnrmt sudi offense, 
for which the defendant is convicted, and all property traceable to such property, 
including the following: i) all money or either property that was the subject of 
each transaction, transportation, transmission, or transfer in violation of Sections 
1956 and 1957, including but not limited to the properties listed in paragraph 72 
bdow; 2 ) all commissions, fees and other property constituting proceeds obtained 
as a result of those violations; and 3} all property used in any maimer or part to 
commit or to facilitate the ccrnmission of those violations. 

(b) A sum of money equal to the total amount of mousy involved in each offense, or 
conspiracy to commit srch offense, for which the defendant ts convicted If more 
than one defendant ts convicted of aa offense, file defendants so convicted are 
jointly and severally liable foe the amount involved ht such offense. 

72. The United States intends to forfeit property of the defendant including, faux not 
limited to, the following: 

fa) the contents of JP Morgan Chase account no, 054-05023365, in tire name of Lea 

and Andrew Fastow, 

{b) the contents of JP Morgan Chase account na Q62603-0Q-8, ia the name of 
Andrews, and Lea W, Fastow; 

(c) the contents of JP Morgan Chase account no. 34Q160, m the name of Lea and 
Andrew Fastow, 
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(d) the contents cl J F. Morgan, Chase account no. Q65t 33-GQ«S , in the tuanft of the 
Fastow Family Foundation; 

(e) real property known as 3005 Del Monte Df., Houston, Texas. 

73, Bas qaat to Title 2 1 , United States Code, Section $53(p), as incorporated by Title 
18. United States Code, Section 982(b), the defendant shall forfeit substitute property if, by any 
act or omission of the defendant, the property described above. 

(a) cannot be boated upon the exsuise of due diligence-, 

.(b) has b<^ transferred, sold to or deposited with a third puny; 

(c) has been placed beyond the jurisdiction of the court, 

(d) has been substantially diminished in value; or 

(e) has Been commingled -with other property which cannot be divided without 
difficulty; 

up to the value of the amount described in subparagraphs 73(a)~(e)- 

(Tfrb 18, United States Code, Sections 981 and 9S2; Title 28, United States Code, 
Section 2461, Sale 32.2(a) of the Federal Rules of Criminal Procedure) 
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FindLaw 

WWW. FIND LA W. COM 

Dated: Houston, Texas 
October 31, 2002 


A TRUE BILL 


lOBEfflSSIDN 


tfRT.IH R. CALDWELL 
Director, Enron. Task Force 

By: 

Deputy Director, Enron Task Force 

LAUREL LOOMIS 

Trial Attorney, Enron Task Force 



ANDREW WEISSMAiW 
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I rninnrift.ee on Governmental Affairs 

^_kxhibit#a-9__ 

FINANCE COMMITTEE MEETING 
MAY 5, 1997 



CONFIDENTIAL 

EC 000025710 
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.Herbert S. Winokur, Jr., Chairman 
v \Robert A. Belfer 
V . Norman P. Blake, Jr. 

Ronnie C. Chan — A 
John A. Urquhart— A 
v Charis E. Walker 


AGENDA 

Meeting of the Finance Committee of the 
Board of Directors 
Enron Corp. 


■S' ' /UZ. 

ct 

XI ' 


... 

/ft. 

fo, 


3:00 p.m., May 5, 1997 
Enron Corp. SOM Dining Conference Room 
Houston, Texas 



Approval of minutes from meeting of the Finance Committee held on February 10, 

1997 - Mr. Winokur. fojlsAjLs, PlcUM^, 

Overview of Enron Capital Management, capital books and capital expenditure policy^ 
— Mr. Fastow. far* 


Mi'**' 

X <V*- 


■J&. Review of asset/liability management - Mr. Fastow. 

X-tx. Review of 1997 financing needs — Mr. Gat hm a nn . 

\JS. Approval of indemnities associated with sale of Zond-related qualifying facilities for 
recommendation to the Board of Directors — Ms. Hodge. 


-- — ^'^ 1 - 6 . Review and approval of incremental Dabhol financings for recommendation to the 
Board of Directors — Mr. Gathmann. 

; 7 . Approval of guarantee and sublease of new Hawker aircraft for recommendation to 
the Board of Directors - Mr. Gathmann. 

V 


1 


3. Review of foreign exchange exposure in Latin America — Mr. Gathmann — ■ ^ 


‘h , • 


. q$. Review of guarantee exposure — Mr. Gat hm a n n. 
l Ur(f. Other business. 


A H\ Adjournment. *£X) '|*^5 > 


EG 000025112 
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APPENDICES: 

1. Guarantee and Letter of Credit Report 

2. Summary of Liquidity and Interest Rate Risk 


EC 000025713 
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Agenda Item 5 

(Suggested Form of Resolution) 



RESOLVED, that the formation by the Company’s indirect 
subsidiaries, Zond Systems, Inc., a California corporation (“ZSI”) and Zond 
Mesa VGIV Corporation, a California corporation (“ZVG”), of three single- 
member Delaware limited liability companies to- be known as Sky River, 
LLC (“Sky River LLC”), Victory Garden, LLC (“Victory Garden LLC”) 
and ZWHC, LLC (“ZWHC LLC”) is hereby approved and that the 
execution and delivery by an officer of ZSI or ZVG of a Limited Liability 
Company Agreement for each such limited liability company in the form 
approved by such officer is hereby approved; and 

RESOLVED, that in connection with the formation of each such 
limited liability company, the officers of the Company are hereby 
authorized to take such action as may be necessary to cause the officers of 
ZSI and ZVG to execute a Certificate of Formation in the form required by 
applicable law and cause same to be filed with the Secretary of State for the 
State of Delaware. 

MERGER OF CERTAIN COMPANIES INTO NEWLLCs 

RESOLVED, that the merger of Zond Sky River Development 
Corp., a California corporation and an indirect subsidiary of the Company 
(“Sky River DevCo "), with and into Sky River LLC is hereby approved; 

RESOLVED, that the merger of Zond Victory Garden Phase IV 
Development Corp., a California corporation and an indirect subsidiary of 
the Company (“Victory Garden DevCo”), with and into Victory Garden 
LLC is hereby approved; 

RESOLVED, that the merger of Zond Windsystems Holding 
Company, a California corporation and indirect wholly-owned subsidiary of 
the Company ("ZWHC”), with and into ZWHC LLC is hereby approved; 
and 


RESOLVED, that the officers of the Company are authorized and 
instructed to take such action as may be necessary to cause the appropriate 
officers or authorized representatives of Sky River DevCo, Victory Garden 

F:\EXEC\USER\PMENCHA\5697\003.DOC 
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Committee on Governmental Affairs 

EXHIBIT #A-1 1 


QF 87-365 
ZWHC LLC 
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Vinsm&Hkins ORIGINAL 

ATTORNEYS AT LAW 

VINSON * ELKINS LLP 
THE WILLARD OFFICE BUILDING 
»4SS PENNSYLVANIA AVE_ N.W. 

WASHINGTON. O.C. 10004-1008 
TELEPHONE (203) &3V4500 
FAX (202) 634-M04 

WRITER'S TELEPHONE 
(202)63*6533 

May 14, 1997 


Ms. Lois D, Cashell, Secretary 
Federal Energy Regulatory Commission 
888 First Street, N.E. 

Dockets Room l A 
Washington, D.C. 20426 

RE: Zond Winds vstems Holding Co.. Do cket No. OF87-365 

Dear Ms. Cashell: 

Pursuant to Part 292 of the Commission's Regulations, 18 C.F.R. Part 292, please find 
enclosed an original and fourteen copies of a "Request for Certification of Qualifying Facility Status 
for Small Power Production Facility" relating to the Zond Windsystems Holding Co. wind turbine 
facility. As discussed in the application, the recertification is based on changes in the ownership of 
Zond Windsystem Holding Co., necessitated by the changes in status that result from the proposed 
merger of Enron Corp., an indirect owner of the Zond Windsystems Holding Co., with Portland 
General Corporation, as described in the Commission’s order in Enron Corp.. 78 FERC t 61,1 79 
(1997). 



Committee on Governmental Affairs 

EXHIBIT #A-lla 


1 appreciate your attention to this matter and would be pleased to answer any questions you 
may have. 


Sincerely, 

Adam Wenner 



Enclosures 
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UNITED STATES OF AMERICA 
BEFORE THE 

FEDERAL ENERGY REGULATORY COMMISSION 


Zond Windsystems Holding Co. ) Docket No. QF87-365- (j(Q 


REQUEST FOR RECERTIFICATION OF 
QUALIFYING FACILITY STATUS FOR 
SMALL POWER PRODUCTION FACILITY 


V 5 * 

:<: ■ < . % 
■i'dv. : A &, - 

^ f, if 

% 


Pursuant to section 292.207(b) of the Commission’s regulations/' Zond Windsystems 


Holding Company ("ZWHC" or "Applicant”) hereby applies for recertification that the wind energy 
facility described herein, subsequent to a change in upstream ownership, 3 ' is a qualifying small power 
production finality ("Qualifying Facility” or "QF") under subpart B of part 292 of the Commission’s 


regulations. 


Form Sfki 


la. Name: 

The full name of the Applicant is Zond Windsystems Holding Company. The Docket 
Number assigned to the immediately preceding submittal filed with the Commission in connection 
with the instant facility is QF87-365-002. Pursuant an application fried on April 8, 1987, as 


18 C.F.R. § 292.207(b) (1996). 

Sky River Partnership, Docket No. QF9I-59- and Victory Garden Phase IV 

Partnership, Docket No. QF90-43- are currently filing applications for 

recertification of qualifying facility status of small power production facilities 
regarding similar upstream ownership changes. (The facilities described in these 
applications, together with the facility described herein, are referred to as the "Zond 
Facilities.”) 


& ItODMAlSOFtSOLU I 1WEWASMUU4&0 
04/Q3f97:4:42pn» 
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supplemented on July 1, 1987, and August 12, 1987, the Commission granted certification as a 
qualifying small power production facility to the wind energy facility (the "Facility") then being 
developed by Zond Systems, Inc. ("Zond Systems") at a site in the Tehachapi Mountains, Kern 
County, California. 2 ' As stated in the initial application, Zond Systems ultimately formed ZWHC 
to own the Facility. On September 8, 1992, ZWHC filed a Notice of Self-Recertification of the 
Facility to reflect the change in ownership, a reduction in the Facility’s capacity, and the inclusion 
of an undivided ownership interest in privately and cooperatively owned transmission and 
interconnection facilities within the definition of the Facility. 4 ' (The Initial Certification and the 
Notice of Self-Recertification are referred to collectively as the "Prior Certifications.”) 

Other than as described herein, none of the information contained in the Prior 

Certifications has changed. Accordingly, except to the extent the information contained in the Prior 

Certifications changes as described herein, ZWHC hereby incorporates by reference the Prior 

Certifications with respect to its Application for Recertification as a Qualifying Facility under section 

292.207 of the Commission’s regulations. 

lb. Full Address of Applicant 

Zand Windsystems Holding Company 
P.O. Box 1910 
1 3000 Jameson Road 
Tehachapi, California 93561 
(805) 822-6835 


Zond Systems, lac,, 41 ferc i 62,079 (1987). 

Docket No. QF87-365-0Q2. ZWHC owns these facilities through its wholly owned 
subsidiary Sagebrush Partner Twenty Inc. 


6.n::ODMA\SOrrSOL\3! 1WEWAS01U144|\0 
04/03/97:4:42pra 
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1c. Ownership 

ZWHC is a California corporation with 1 00 percent of its outstanding capital stock held by 
Zond Systems. 5 ' Zond Systems is a wholly owned subsidiary ofZond Corporation ("Zond”), which 
is a wholly owned subsidiary of Enron Renewable Energy Corp. ("EREC"). Enron Corp. ("Enron' 1 ) 
owns 78.33 percent of the outstanding stock of EREC. 6 ' On February 27, 1997, the Commission 
issued an order approving the merger of Enron and Portland General Corporation ("PGC") (the 
''Merger”) under Section 203 of the Federal Power Act 2 ' PGC is the sole parent company of 
Portland General Electric Company, an electric utility. Following the completion of the Merger, 
Enron will become an exempt public utility holding company under Section 3(a)(1) of PUHCA. 4 ' 
As a result, Enron's interest in ZWHC will be considered ownership by an "electric utility holding 
company" for purposes of section 292.206. 2 ' 


5/ The current ownership of ZWHC is depicted on the chart attached as Exhibit A. 

^ The remaining 21 .67% of EREC’s stock is held by individuals and entities, none of 

whom or which owns 10 percent or mare of EREC's stock or is an "electric utility" 
or an "electric utility holding company" None of these individuals or entities is 
engaged in the generation or sale of electric power or has any ownership or operating 
interest, within the meaning of section 292.206 and Form 556, 18 C.F.R. § 131,80, 
in any electric facilities other than qualifying cogeneration or small power production 
facilities; "eligible facilities" as "exempt wholesale generators" under Section 32(a) 
of the Public Utility Holding Company Act of 1935 ("PUHCA"), 15 U.S.C. § 79z- 
5a(a) (1994); or electric facilities as "foreign utility companies" under Section 33(a) 
of PUHCA, 15 U.S.C. § 79z-5b(a) (1994). 

y Enron Corp. . 78 FERC If 6 U 79 fl 9971. 

y 15 U.S.C. § 79c(a)(l) (1994). 

» 18 C.F.R. §292.206(1996). 


6. i^ODMAVSOFtSOLU i IWEWAS0 1\3 1 44*\0 
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In order to ensure that ZWHC will remain in compliance with section 292.206, prior to the 
Merger of Enron and PGC, Zond Systems will sell 50 percent of its interest in ZWHC 12 ' to RADR 
ZWS, LLC ("RADR ZWS"), a Delaware limited liability company owned by a Managing Member 
and Regular Members. ^ Asa result, RADR ZWS will hold a 50 percent interest in ZWHC. The 
Managing Member of RADR ZWS will be RADR ZWS MM, LLC, a limited liability company 
owned by three individuals, and the Regular Members will be individuals. (The Managing Member, 
its upstream owners, and the Regular Members are referred to collectively as the "RADR ZWS 
Owners.") None of RADR ZWS or the RADR ZWS Owners is an electric utility, an electric utility 
holding company, or a subsidiary thereof; is engaged in the generation or sale of electric power; or 
has any ownership or operating interest, within the meaning of section 292.206 and Form 556, in any 
electric facilities other than qualifying cogeneration or small power production facilities, "eligible 
facilities" as "exempt wholesale generators" under Section 32(a) of PUHCA, or electric facilities as 
"foreign utility companies" under Section 33(a) of PUHCA.-^ 


Prior to the sale, ZWHC will merge with and into ZWHC LLC, a Delaware limited 
liability company, and ZWHC stock will be converted to "member interests" that will 
be owned by Zond Systems and RADR ZWS. This change in corporate form does 
not affect the determination of ownership of the Facility under section 292.206. 
("ZWHC" will be used to refer to both Zond Windsystems Holding Company and 
ZWHC LLC). 

The new ownership of ZWHC is depicted on the chart included in Exhibit A. 

The individuals who will own RADR ZWS MM, LLC, as well as the Regular 
Members, may invest directly or indirectly, through investment entities that they 
control. If they invest through such entities, the entities will also satisfy the above- 
described restrictions respecting utility-related activities and ownership. 


6.I\::ODMA\SOrrSOL\3t 1WEWAS01\J144«\0 
04/fl3/97:4:42pm 
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Upon the transfer of a membership interest in ZWHC to RADR ZWS, Zond Systems and 
RADR ZWS wili each own a 50 percent member interest In ZWHC, RADR ZWS wifi receive 50 
percent of the distributions from ZWHC, For purposes of determining the ownership of ZWHC, a 
limited liability company, it is appropriate to treat ZWHC as a partnership and to apply the 
Commission’s standards, established in Ultrapower I P Under the ZWHC Limited Liability 
Company Agreement (the "LLC Agreement' 1 ), Zond Systems and RADR ZWS will each be entitled 
to 50 percent cf ZWHC’s profits, losses, tax benefits, and surplus on liquidation. 

Zond Systems and RADR ZWS will each hold 50 percent of the voting interests in ZWHC. 
Zond Systems will be the Managing Member in ZWHC, with responsibility for day-to-day operation 
of the Facility. 14 ' However, a majority vote will be required for all major decisions, and neither Zond 
Systems nor RADR ZWS will have the authority to alter the allocation of the stream of benefits. 
ZWHC will not be permitted to enter into any contracts with any affiliate of either member without 
approval by the other member. 12 ' 


* 27 FERCK 61,094 (1984). 

^ The LLC Agreement will also provide that Zond Systems will receive a fee of 
$75,000 annually as compensation for the performance of its duties as Managing 
Member. These fees do not exceed the compensation that would have been paid to 
an unaffiliated entity, SSS Acme POSDEF Partners. L.P. . 72 FERC % 62,264 at 64,830 
(1 995) (" Acme POSDEF "). and accordingly are not part of the "stream of benefits” 
from the Facility. 

& Depending on the timing of the Merger, it may be necessary' to implement some of 
the changes described herein, such as the transfer of an ownership interest and the 
loan, prior to the issuance of a final order in the instant proceeding. 


6, 1 V:ODMA'SOFTSOL\3 1 1WEWAS0 IU 1448V) 
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II. Description of ZWHC s. O perations 

ZWHC sells all of the output of the Facility to Southern California Edison Company ("SCE") 
pursuant to power purchase agreements, the last of which expires in 2017, SCE also supplies 
electrical service to the Facility. 

Zond Systems, a wholly owned subsidiary of Zond Corporation, provides operations and 
maintenance service to ZWHC pursuant to a Windsystem Management Agreement ("O&M 
Agreement”) executed on June 30, 1992. Zond Systems receives a fee based on a percentage of costs 
incurred for direct labor and benefits for services provided under the O&M Agreement plus 
reimbursement of direct and indirect costs, RADR ZWS will ratify the O&M Agreement. 

Zond Systems also leases or owns the land on which the Facility is located and provides an 
easement to ZWHC for use of the property pursuant to two agreements executed on June 30, 1 992 
(’'Easement Agreements''). Payments under the Easement Agreements do not exceed the market rate 
for such an easement. RADR ZWS will ratify the Easement Agreements. 

EREC will provide a loan to RADR ZWS, the proceeds of which will be used to finance the 
acquisition of a 50 percent member interest in ZWHC. The interest rate will be at a market rate, and 
RADR ZWS will be free to seek alternative sources of financing. The loan will convey no 
management control or entitlement to profits or losses from the Facility to EREC. 

An affiliate of Zond Systems will indemnify the Members of RADR ZWS for certain tax 
liabilities that may arise from the disposition of the interest of RADR ZWS in the Zond Facilities. 

RADR ZWS will grant Zond Systems an option to purchase its member interest in ZWHC. 
The option agreement will provide that during the term of the existing power purchase agreements. 


6. 1\::0DMAV50FTS0LU 1 1WEWAS0IU 144M 
04/03/97:4:42pffl 


- 6 - 



537 


the option may only be exercised if the exercise would not adversely affect the QF status of the 

Facility, unless there has been a change in law or Commission regulations, or a change to the 

agreements that would permit the option to be exercised without materially and adversely affecting 

ZWHC’s rights under these power purchase agreements (the "QF Period”). 1 ^ As noted above, 

ZWHC’s existing power purchase agreements, which require the Facility to be a QF, extend through 

2017. Consequently, the effect of this provision is that, absent such a change, the Facility will 

remain a QF through 2017. Following the Merger, if Zond Systems were to exercise the option after 

the expiration of the power purchase agreements, the Facility would cease to be a QF; prior to that 

time ZWHC will seek a Commission determination that it is an "exempt wholesale generator” under 

Section 32(a)(l ) of PUHCA. The option will be transferable or assignable; however, the assignee 

or transferee will remain subject to these restrictions. 

III. The Arrangem ents Satisfy the Commission's Ownership Criteria. 

The statutory ownership criteria governing Qualifying Facilities appear in Section 

3{17)(C)(ii) of the Federal Power Act Under that section, a Qualifying Facility must be owned: 

by a person not primarily engaged in the generation or sale of electric power (other 
than electric power solely from cogeneration facilities or small power production 
facilities). 1 ^ 

The Commission’s regulation implementing Section 3(17)(C)(ii) states that: 


w In addition, during the term of outstanding loans from Credit Suisse First Boston to 
Sky River Partnership and Victory Garden Phase TV Partnership, the option may not 
be exercised if such exercise would have a material adverse effect on the regulatory 
status of the Sky River Partnership or Victory Garden Phase IV Partnership facilities, 

» 16 U.S.C. § 796(18XB)(ii) (1994). 


6. !V0DMA\SCfT50L'31 JWEWASOIU } 4Wi 
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a . . . small power production facility shall be considered to be owned by a person 
primarily engaged in the generation or sale of electric power, if more than SO percent 
of the equity interest in the facility is held by an electric utility or utilities, or by an 
electric utility holding company, or companies, or any combination thereof. If a 
wholly or partially owned subsidiary of an electric utility or electric utility holding 
company has an ownership interest of a facility, the subsidiary’s ownership interest 
shall be considered as ownership by an electric utility or electric utility holding 
company. & * * * * 11 ' 

The Commission’s regulations thus equate "ownership interest" with "equity interest." The 
Commission evaluates the control of the venture and each owner's entitlement to the "stream of 
benefits” from the venture to determine each participant’s equity interest 12 ' 

A. Control 

The arrangements described herein satisfy the Commission's requirement that electric 
utilities, electric utility holding companies, or their subsidiaries exercise no more than 50 percent 
control of a QF. 22 ' Under the new ownership arrangements, a non-utility, RADR ZWS, will hold 50 
percent of the voting interest in ZWHC. Zond Systems will not be able to alteT allocation of the 
stream of benefits from the Facility. Accordingly, Zond Systems will not exercise greater than 50 
percent control of ZWHC, and ZWHC meets the criteria for control under section 292.206 of the 
Commissions relations and the interpreting cases. 21 ' 


& 1 8 C.F.R. § 292.206(b) (1996). 

See. c.g.. IJltranower 3 . 

^ Other than their indirect interest in the Zond Facilities, none of the RADR ZWS 

Owners has any affiliation with Enron, FPL Group, or any affiliate of either. 

w See, e.g.. UitrapowcrS and CMS Midland. Inc. . 38 FERC 1 61,244 (1987). 


5. 1\:ODMA\SOTTSOJ.\3 1 IWEWASOlUt «4SM3 
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With respect to Zond Systems' role as managing member in ZWHC, the Commission has 
held that an electric utility subsidiary may be the sole general partner or managing genera! partner 
of a partnership, provided that the non-utility owner retains the right to approve any decisions that 
affect the distribution of the stream of benefits from the facility, including approval of loans and 
service agreements with affiliates of the utility owner. As noted above, the ZWHC Limited Liability 
Company Agreement will satisfy these requirements. 

5. The Ownership Arrangements Satisfy the Commission's Requirements for Allocation 

flf the..SHsam. Benefits, 

As stated above, the ZWHC Limited Liability Company Agreement will provide that Zond 
Systems and RADR ZWS are each entitled to 50 percent of the profits, losses, tax benefits, and 
surplus on liquidation of ZWHC. The new ownership arrangements thus will satisfy the 
Commission’s criteria that no more than 50 percent of the stream of benefits from a QF flow to 
electric utilities, electric utility holding companies, or their subsidiaries. 

L The .Q.&M. EascmcnLand Consulting Agreements 

In evaluating the stream of benefits from a QF, the Commission has held that it will consider 
whether payments to an electric utility owner or its affiliate under a service agreement or other 
arrangement reflect additional equity payments. Where such payments exceed the compensation that 
would have been paid to an unaffiliated entity for the same services, the Commission will consider 
the payments to be part of the recipient's entitlement to the stream of benefits. On the other hand, 
where such payments approximate the compensation that would have been paid to an unaffiliated 
entity, the Commission will find that the payments are not part of the stream of benefits. 2 ' 


22/ 


, at 64,830 (1995). 


«.!\::ODMA\SOFT50LU J l\VEWAS0l\3144Syi 
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Under the O&M Agreement and the Easement Agreements, affiliates of Zond will receive 
payments from ZWHC. The payments are at market rates, and they will be ratified by RADR ZWS. 



As noted above, EREC will provide a loan to RADR ZWS to finance the purchase of 50 
percent of the member interest in ZWHC. The Commission has held that the repayment of a loan 
by an electric utility to a non-electric utility owner of a QF is not included in the stream of benefits 
where the loan contains a reasonable rate of interest for the risks assumed and conveys no 
management control or entitlement to profits or losses to the electric utility. 21 ' The Commission has 
also held that its concern regarding loans is further mitigated where the non-utility borrower is not 
prevented from borrowing funds elsewhere to finance the acquisition. 21 ' 

The interest rate for the loan to RADR ZWS will be consistent with rates for projects with 
similar risk profiles. The loan will convey no management control or entitlement to profits or losses 
from ZWHC to the lender. Moreover, RADR ZWS was not precluded from borrowing the funds 
from an alternative lender. Accordingly, the loan and the payments thereunder should not be 
included in the stream of benefits from the Facility. 

3. Indemnity 

An affiliate of Zond Systems will indemnify the Members of RADR ZWS for certain tax 
liabilities that may arise from the disposition of the interest of RADR ZWS in the Zond Facilities. 


Ul East Syracuse Generating Co.. L.P.. 65 FERC t 62,224, at 64,553 (1993); c.f. 
Brooklyn Naw Yard Cogeneration Partners. L.P.. 74 FERC 1 61,015, at 61,047-48 
(1996), 

w SsliaikjCQgra PartBgq.LEV 70 FERC t 62,084, at 64,229 (1995). 


6 . l\::ODMA\SOFTSOLV3t »\VEWAS01\3144*\0 
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The Commission has held that, in determining ownership interests under section 292.206, it does not 
consider capital contributions and has approved arrangements in which the utility affiliate's future 
contributions would cause its contributions to exceed 50 percent .2^' Hie examination focuses instead 
*on that which is derived from the partnership, i.e., the stream of benefits." 24 ' Payments, if any, 
pursuant to the indemnity agreement arc similar to capital contributions that convey no management 
control and do not affect the distribution of profits or gains, ^ and therefore are not included in the 
stream of benefits. 25 ' 

4. Pu rchase Option 

The Commission has held that the existence of a purchase option does not constitute a 
present ownership interest and thus does not affect a facility's qualifying status. 2 ' Prior to the 


21 / 


27 FERC at 61,184; Beowawe Geothermal Power Co. 


FERC 1 62,205 (1985). 


33 


2* CMS Midland Inc.. 50 FERC 1| 61,098 at 61,288 (1990). 
2* LL 


2Sf 


23/ 


» 65 FERC at 64,553 (principal amount of loan by utility 
owner to non-utility owner subject to downward adjustment to the extent non-utility 
owner incurs loss in subsequent resale of its interest); Lake Coyen. Ltd 79 FERC 
If 62,054 (1997); Selkirk Cogen Partners. L.P.. 70 FERC 1 62,084. 


See, e.g.. City of Buffington. Vt„ Elec. Pep't, 45 FERC f 61,009, at 61,035 n.32 
(1988) (option held by utility affiliate to purchase non-utility owner's interest in QF 
in year 1 1 or 21 of operation not treated as present ownership by utility); Turbo Gas 
& Elec.. LttL 30 FERC If 61,273, at 61,565 (1985) (option by subsidiary of electric 
utility holding company to purchase either 51 or 100 percent of QF not treated as 
current utility ownership interest). Similarly, the Commission determined that 
provisions permitting a utility affiliate to assume 99 percent of voting interest in a QF 
upon an event of a default under its lease or deferral of payments under its power 
purchase agreement to be "unexercised rights’’ that do not bar QF status. Midland 
Cogeneration Ventured JP. . 50 FERC If 61,259, at 61,802 (1990), reh'g denied . 56 


6. IV:0 DMA\SOFTSOU3 1 JWEWASO 1\3 
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exercise of the option, the interest in ZWHC held by an electric utility or an electric utility holding 
company will not exceed 50 percent. As described above, the option can only be exercised by a 
utility interest after the QF Period has ended, whereupon, absent a change in law or regulations as 
described above, the Facility would no longer enjoy the benefits of QF status and would seek to 
obtain status as an exempt wholesale generator. The Commission has recognized that a facility may 
be a QF during one period and not be a QF during another period. When this happens the lack of 
qualifying status during one period does not affect the facility's qualifying status during the period 
of compliance. In the instant case, the basis for ceasing to be a Qualifying Facility would be a 
deliberate business decision based on the expiration of power purchase agreements, rather than an 
unintended failure to meet technical standards. However, the legal consequences in both types of 
cases should be the same. Here, as in the above-cited cases, the fact that a period of non-QF status 
may follow the QF Period should not affect the qualifying status of the Facility during the prior 
period of compliance. 22 ' 


FERC 1 61,361 (1991), psuiioa for review denied subaam. Michigan Mun. Coop. 
Qm mYt-EERC, 990 F.2d 1377 (D.C. Cir. 1993). 

S s s. SdS.* Pepperill Power Assoc iates L.P.. 64 FERC ^ 61,286 (1993) (facility which 
operated as a Qualifying Facility from 1987 through 1992 subsequently lost 
qualifying facility status and became an EWG in 1993, based on loss of steam host); 
Medina Power Co.. 71 FERC ^ 61,264 (1995), reh'fr denied. 72 FERC If 61,224 
(1995) (following a period of non-compliance in 1992-1994, applicant might become 
a Qualifying Facility for calendar year 1995 and beyond). Sss also LG&E 
Westmoreland Southampton- 76 FERC 1 61,116 (1996) (establishing rates and 
exemptions for period of non-compliance with QF regulations). 


6, !\::ODMA\SOFTSOtA3 1 IWEWASO t\3 14«\Q 
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Id. Authorized individual evidencing accuracy of information: 

Adam S. Umanoff 
Senior Vice President and General Counsel 
Zond Corporation 

2- Communications: 

Correspondence concerning this application should be addressed to the following persons: 
Adam S. Umanoff 

Senior Vice President and General Counsel 

Zond Corporation 

444 S. Flower Street 

Los Angeles, CA 90071-2946 

(213) 236-9544 

Adam Wenner 
Vinson & Elkins, L.L.P. 

The Willard Office Building 
1455 Pennsylvania Avenue, N.W. 

Washington, D.C. 20004-1008 

(202) 639-6533 

Counsel to Zond Corporation 

3a. Location of Facility: 

State: 

County: 

City or Town: 

Street Address: 

Mailing Address 

3b. Utility: 

The Facility interconnects with the transmission system of SCE. SCE purchases the output 
of the Facility and provides it with separate electric service. 

4a. Facility Components: 


California 

Kern 

Tehachapi 

13000 Jameson Road, Tehachapi, California 93561 
P.O. Box 1910, Tehachapi, California 93581 




6. t\::ODMA\SOFTSOL\3 1 1WEWAS01U 144*0 
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See Prior Certifications. 

4b. Power Production Capacity: 

See Prior Certifications. 

4c. Initial Operations: 

The Facility commenced operations in June 1987. 
4d. Primary Energy Input: 

See Prior Certifications. 

5. Average Annual Hourly Energy Inputs: 

See Prior Certifications. 

6. Additional Characteristics: 

None. 

7. Fossil Fuel Use: 

See Prior Certifications. 

8. Eligible Facility: 

See Prior Certifications. 
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EXHIBIT A 

251 Project 
(existing) 



t:\ENE\AW1 Wt\£fl RON\ZOND\251 PROJ.VSO 




546 


251 Project 
(proposed) 



100% of stwk 



100% of member 
interests 


Zond Corporation 


100% of stock 


Zond Systems, Inc. 


50% of member interests 
(Managing Member) 


Regular Members | 
(individuals) 


Managing 

Member 

(RADRZWS 

MM.LLC) 



■These individuals may invest directly or indirectly, through an intermediate entity 
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UNITED STATES OF AMERICA 
BEFORE THE 

FEDERAL ENERGY REGULATORY COMMISSION 


§ 

Zond Windsystems Holding Co. § Docket No. QF87-365- 

§ 

NOTICE OF APPLICATION FOR COMMISSION 
RECERTIFICATION OF QUALIFYING STATUS 
OF A SMALL POWER PRODUCTION FACILITY 


On May 1997, Zond Windsystems Holding Company (ZWHC), P.O. Box 1910, 1 3000 
Jameson Road, Tehachapi, California 93561 submitted for Sling an application for Commission 
recertification as a qualifying small power production facility pursuant to Section 292.207(b) of the 
Commission's Regulations. No determination has been made that the submittal constitutes a 
complete filing. 

According to the applicant, the facility is a wind energy small power production facility 
located in the Tehachapi Mountains, Kem County California. The Commission previously certified 
the facility as a qualifying facility in Zond Systems. Inc.. 41 FERC f 62,079 (1987). The facility 
consists of 225 wind turbines with an aggregate capacity of 20 MW. Power from fire facility is sold 
to Southern California Edison Company. According to the applicant, the instant recertification is 
requested to assure that the facility will remain a qualifying facility following a change in the 
ownership of the applicant. 

Any person who wishes to be heard or to object to granting qualifying status should file a 
motion to intervene or protest with the Federal Energy Regulatory Commission, 888 First Street, 
N.E., Washington, D.C. 20426, in accordance with Rules 211 and 214 of the Commission's Rules 

of Practice and Procedure. A motion or protest must be filed within days after the date of 

publication of this notice and must be served on the applicant Protests will be considered by the 
Commission in determining the appropriate action to be taken but will not serve to make protestants 
parties to the proceeding. A person who wishes to become a party must file a motion to intervene. 
Copies of these filings are on file with the Commission and are available for public inspection. 


Lois D. Cashell 
Secretary 


4.1\::ODMA\SarrSOLUI l\VHWAS01V31S50\fJ 
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CERTIFICATE OF SERVICE 

I hereby certify that I have served, by first-class mail, postage prepaid, a copy of the foregoing 
document upon all parties on the official service lists compiled by the Secretary of the Federal 
Energy Regulatory Commission in these proceedings. 

Dated at Washington, D.C. this Hfth day of May, 1 997. 

Adam Wenner 

Attorney for Zond Windsystems Holding Company 


- 15 - 
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Committee on Governmental Affairs 

EXHIBIT #A-llb 


UNITED STATES OF AMERICA 
FEDERAL ENERGY REGULATORY COMMISSION 


Zona Windsystems } 

Holding Company ) 

Small Power Production and ) Docket No. QF87-365-003 

Cogeneration Facilities ) 

~~ Qualifying Status } 


ORDER GRANTING APPLICATION FOR RECERTIFICATION 
AS A QUALIFYING SMALL POWER PRODUCTION FACILITY 


(Issued June 30, 1997} 

Summary 

On May 14, 1997, Zond Windsystems Holding Company (Zond 
Windsystems or Applicant) filed an application for 
recertification of a small power production facility as a 
qualifying facility (QF > pursuant to 18 C.F.R. 292.207(b). 1/ 

According to the Applicant, the instant recertification is 
to ensure that the facility will retain its qualifying status 
following a change in the upstream ownership of the facility. 
The Applicant represents that no other material changes have 
occurred with respect to the facility. 

Notice of the application was published in the Federal 
Register with comments, protests or motions to intervene due on 


X/ The facility is a- wind energy small power production 

facility located in the Tehachapi Mountains, Xern County, 
California. The facility consists of 225 wind turbines with 
an aggregate capacity of 20 MW. Power from the facility is 
sold to Southern California Edison Company pursuant to 
several power purchase agreements, the last of which expires 
in 2017. The facility commenced commercial operation in 
June 1987, and was initially certified in Docket No. QF87- 
365-000, Zond Systems, Inc., 41 FERC U 62,079 {1987]. On 
May 6, 1991, the Applicant filed, in Docket No. QF87-365- 
001, a clarification of the electric power production 
capacity of the facility. On September 8, 1992, a notice of 
self -recertification was filed (Docket No. QF87-365-G02) to 
reflect a change in the ownership, a reduction in the 
facility's capacity and the inclusion of an undivided 
ownership interest in certain transmission and 
interconnection facilities within the definition of the 
facility. (Zond Windsystems owns these transmission and 
interconnection facilities through a wholly-owned 
subsidiary, Sagebrush Partner Twenty Inc.) 

rf<}o?0SocaH 
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or before June 17, 1997. 2/ On June 13, 1997, Southern 
California Edison Company (Edison) filed a motion to intervene 
but did not raise any issues. Pursuant to Rule 214(c) (1) of the 
Commission's Rules of Practice and Procedure (18 C.F.R. 385.214), 
if no answer in opposition to Edison's intervention is filed 
within fifteen days, Edison's motion to intervene serves to make 
it a party to the proceeding. No other comments were received. 

Discussion : 

Under 18 C.F.R. 292.203(a), a qualifying small power 
production facility must comply with the size criteria and fuel 
use criteria specified in 18 C.F.R. 292.204 and the ownership 
criteria contained in 18 C.F.R. 292.206. 

A.. Ownership : 

Under 18 C.F.R. 292.206, no more than 50 percent of the 
equity interest in a QF may be held, directly or indirectly 
through subsidiaries, by electric utilities and/or electric 
utility holding companies (collectively, electric utility 
entities) . 

Zond Windsystems, the owner of the facility, is currently 
owned by Zond Systems, Inc. (Zond Systems). Under the proposed 
transaction, Zond Systems will sell 50 percent of its interest in 
Zond Windsystems to RADR ZWS, LLC (RADR ZWS) . Consequently, Zond 
Windsystems will become a limited liability company (Partnership) 
consisting of two partners, Zond Systems and RADR ZWS, each with 
a 50 percent interest. 2J Pursuant to the Limited Liability 
Company Agreement between the parties, Zond Systems and RADR ZWS 
each will be entitled to 50 percent of Zond Windsystems* profits, 
losses, tax benefits, and surplus on liquidation. 

1. Zond Systems 

Enron Corporation (Enron), through subsidiaries, owns 78.33 
percent of Zond systems. Other individuals and entities own the 
remaining 21.67 percent of Zond Systems. On February 26, 1997, 
the Commission issued an order approving the merger of Enron and 


2/ 62 Fed. Reg. 29725 (1997) , 

1/ Zond Windsystems states that prior to the sale, it will 

merge with and into ZWHC LLC, a Delaware limited liability 
company, and that its stock will be converted into "member 
interests . ■ 
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Portland General Corporation (Portland General) . Portland 
General is the parent company of Portland General Electric 
Company, an electric utility. In order to ensure that Zond 
Windsystems will remain in compliance with 18 C.F.R. 292.206, 
prior to the merger of Enron and Portland General, Zond Systems 
will sell 50 percent of its interest in Zond Windsystems to RACE 
ZWS. Accordingly, after the sale of Zond Systems' 50 percent 
interest in Zond Windsystems, Enron will have a derivative 39.2 
percent interest .-in the facility, which will be considered as 
ownership by an electric utility entity under the Commission's 
ownership criteria. Zond Windsystems states that none of the 
individuals that indirectly own Zond Systems is engaged in the 
generation or sale of electric power, or has any ownership or 
operating interest in any electric facilities, other than QFs, 
foreign utilities, $] and exempt wholesale generators (EWGs) . 6 j 
In addition, none of these individuals own 10 percent or more of 
the stock of Zond Systems' upstream affiliates. 

2 . RADR ZWS 

RADR ZWS is owned by a Managing Member and Regular Members. 
The Managing Member, RADR ZWS MM, LLC (a limited liability 
company) is owned by three individuals and the Regular Members 
are also individuals. The Applicant states that, other than 
foreign utilities, EWGs and QFs, neither RADR ZWS nor its 
upstream owners are engaged in the generation or sale of electric 
power, or has any ownership or operating interest in any electric 
facilities. Accordingly, RADR ZWS is not an electric utility 
entity under the Commission's ownership criteria. Therefore, the 
only electric utility interest in the ‘facility is held by .Enron. 


1/ Enron Corporation, et al,, 78 FERC ^ 61,179 (1997). 

Following the completion of the merger, Enron will become an 
exempt public utility holding company under Section 3(a) (1) 
of the Public Utility Holding Company Act of 1935 (PtJHCA) . 

5/ Ownership of foreign electric facilities has no effect on 
whether the facility satisfies the Commission's ownership 
criteria. General Electric CaDital Corporation, 70 FERC 11 
61,141 (1995). 

{£/ An EWG is not considered an electric utility company under 
Section 2(a) (3) of PUHCA, as amended by the Energy Policy 
Act of 1992, and ownership of an EWG does not result in an 
entity being considered to be primarily engaged in the 
generation or sale of electric power under Sections 
3(17)(C>(ii) and 3{18)(B)(ii) of the Federal Power Act. See 
Sections 32(e) and 32 (j) of PUHCA. 
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B . Loans and Service Agreements : 

2ond Systems and RADR ZWS will each hold 50 percent of the 
voting interests in Zond Windsystems . 2ond Windsystems also 
asserts that any major decision, including service agreements 
made with or loans made to the partnership by Zond Systems or its 
affiliates, or allocation of the stream of benefits, will be 
subject to the approval of a majority vote of the Members. 

Hence, any loans or service agreements or allocation of the 
stream of benefits, requires the approval of RADR ZWS, the non- 
electric utility partner. 

Zond Systems will be the Managing Member of Zond Windsystems 
with responsibility for the day-to-day operation of the facility 
and will also provide operation and maintenance service to the 
facility pursuant to the Windsystem Management Agreement (O&M 
Agreement) . Zond Systems also leases or owns the land on which 
the facility is located, and will receive payments from Zond 
Windsystems for the use of property pursuant to two Easement 
Agreements . 7/ Both the O&M Agreement and the Easement 
Agreements were executed on June 30, 1992; however, the 
application states that these Agreements will be ratified by the 
new non-electric utility partner, RADR ZWS, and the payments made 
under these Agreements will be at market rates. 

The Applicant states that Enron Renewable Energy Corp., an 
upstream affiliate of Zond Systems, will provide a lean to RADR 
ZWS to assist in its acquisition of a 50 percent interest in the 
facility. The Applicant states that the interest rate on this 
loan will be at a market rate, and that RADR ZWS will be free to 
seek alternate sources of financing. Since there is no evidence 
that the loan contains an unreasonable rate of interest, and it 
conveys no management control or entitlement to profits and 
losses to the electric utility, the loan and the payments are not 
included in the stream of benefits from the facility. 8/ 

In addition, an affiliate of Zond Systems will indemnify the 
Members of RADR ZWS for certain tax liabilities that may arise 
from the disposition of RADR ZWS' interest in the facility. The 


7/ Zond Windsystems states that the fees Zond Systems will 

receive for managing and operating the facility and for the 
easement, do not exceed the compensation that would have 
been paid to an unaffiliated entity. Citing Acme POSDEF 
Partners, L.P., 72 FERC ^ 62,264 (1995), Zond Windsystems 
states that these fees should thus not be included in the 
stream of benefits. 

8/ See , e.g. , East Syracuse Generating Co., L.P., 65 FERC 
H 62,224. 
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Applicant claims that any payments made by Zand Systems' 
affiliate pursuant to this agreement are similar to capital 
contributions that convey no management control to the utility 
interest and do not affect the distribution of profits or gains, 
and should thus not be included in the stream of benefits. 9/ 

Furthermore, RADR ZWS will grant Zond Systems an option to 
purchase its member interest in Zond Windsystems. The Applicant 
states that this option may only be exercised if doing so would 
not adversely affect the QF status of the facility. The 
Applicant further represents that, if Zond Systems decides to 
exercise this option following the merger, it would first seek 
Commission authorization to change the facility status from a QF 
to an EWG under Section 32(a)(1) of PXJHCA. 

In view of the above review process and partnership terms, 
Zond Systems, the electric utility affiliated partner, may not 
dictate the terms and conditions of loans or service agreements 
made by RADR ZWS or its affiliates. Thus, revenues that Zond 
Systems or its affiliates may receive from loans or service 
agreements are viewed as resulting from arm's-length 
negotiations. Accordingly, such revenues need not be considered 
in determining Zond Systems' entitlement to the stream of 
benefits from the facility. 

C. Control and Stream of aenefits : 

Zond Windsystems states that Zend Systems and RADR ZWS are 
entitled to 50 percent of the total stream of benefits f e.a. . 
profits, losses, gains and surplus, and tax benefits) from the 
facility. Since Zond Systems will receive no more than 50 
percent of the stream of benefits from the facility and will have 
no more than 50 percent control of Zond Windsystems, the facility 
meets the ownership criteria of 18 C.F.R. 292.206 and the 
interpreting cases. £e§. Ultrapower 3, 27 FERC 1 61,094 (1984), 
and CMS Midland, Inc., 38 FERC H 61,244 (1987). 

Find i n g ; 

The small power production facility, as described in the 
application submitted by Zond Windsystems, meets the requirements 
established in 13 C.F.R. 292.203(a) regarding certification as a 
qualifying small power production facility. 

The Director : 

Grants recertification of qualifying status to the facility 
referenced in the submittal filed on May 14, 1997, by Zond 


1/ See , a. a.. Ultrapower 3, 27 FERC ^ 61,094 at 61,184 (1984). 
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Windsystems, pursuant to 13 C.F.R. 292.207(b) and Section 
3(17) (C) of the Federal Power Act, as amended by Section. 201 of 
Che Public Utility Regulatory Policies Act of 1978 (PURPA) , and 
the Incentives Act, provided that the facility is owned and 
operated in the manner described in the application and this 
order. 10/ To the extent that facts or representations which 
form Che basis for this order change, this order cannot be relied 
upon, while the facility might still be a QF under the changed 
circumstances, self- or Commission-recertification at that point 
will be necessary. 11 / 

Authorities : 

Authority to act on this matter is delegated to the 
Director, Division of Opinions and Coroorate Applications, 
pursuant to 18 C.F.R. 375.308. 

This order constitutes final agency action. Requests for 
rehearing by the Commission may be filed within thirty (30) days 
of the date of issuance of this order, oursuant to 18 C.F.R. 
285.713 . 

Robert E . Cackowski 
Director, Division of Opinions 
and Corporate Applications 


10/ Certification as a QF serves only to establish eligibility 
for benefits provided by PURPA, as implemented by the 
Commission's Regulations, 18 C.F.R. Part 292. It does not 
relieve a facility of any other requirements of local, state 
or federal law, including those regarding siting, 
construction, operation, licensing and oollution abatement. 
Certification does not establish any property rights, 
resolve competing claims for a site, or authorize 
construction. 

11/ Sge Citizens for Clean Air and Reclaiming our Environment v. 
Newbay Corporation, 56 FERC 1 61,428 (1991), and Midland 
Cogeneration Venture Limited Partnership and CMS Midland, 
Inc., 56 FERC 1 61,361 (1991). 
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ORIGINAL 

Vlnson&Elkins 

ATTORNEYS AT LAW 


VINSON & ELKINS L.L.P. 

THE WILLARD OFFICE BUILDING 

1455 PENNSYLVANIA AVE . N.W. 

WASHINGTON. D.C. 20004-1003 
TELEPHONE (202) 639-6S0D 
FAX (202) 639-6604 


August 3, 2000 



Honorable David P. Boergers 
Secretary 

Federal Energy Regulatory Commission 
888 First Street, N.E. 

Washington, D.C. 20426 


RE: 


Notice of Self-Recertification of Qualifying Facility Status for 
Small Power Production Facility -fill 

Zond Windsystems Holding Co., Docket No. QF87-365 \ 


Dear Mr. Boergers: 

Pursuant to Part 292 of the Commission's Regulations, 18 C.F.R. Part 292 (1999), 
please find enclosed an original and fourteen copies of a "Notice of Self-Recertification of 
Qualifying Facility Status for Small Power Production Facility" relating to the ZWHC LLC wind 
turbine facility. As discussed in the notice, the recertification is based on changes in the upstream 
ownership of ZWHC LLC. 

Please date and stamp the enclosed extra copies of this notice and return them to our 
messenger. Thank you for your attention to this matter. 


Sincerely, 

lW< 

Adam Wetmer 

Attorney for Enron Wind Systems, Inc. 

Enclosure 

cc: California Public Utilities Commission 


DQ94127.1 
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UNITED STATES OF AMERICA 
BEFORE THE 

FEDERAL ENERGY REGULATORY COMMISSION 



TARY 


^m-3 PH 1:1,0 


Zond Windsystems Holding Co. 


^ -^GULATOSY COMMISSION 

) Docket No. QF87-365- 

) 


NOTICE OF SELF-RECERTIFICATION OF 
QUALIFYING FACILITY STATUS FOR 
SMALL POWER PRODUCTION FACILITY 


Pursuant to Section 292.207(a)(1) of the Commission’s regulations, 1 ZWHC LLC ("ZWHC" 
or "Applicant") hereby submits this Notice of Self-Recertification that its wind energy facility 
remains a qualifying small power production facility based on a change in its upstream ownership. 
The Facility is a qualifying small power production facility ("Qualifying Facility" or "QF") under 


Subpart B of Part 292 of the Commission's regulations. 


Form 556 

la. Name: 

The full name of the Applicant is ZWHC LLC. The Docket Number assigned to the 
immediately preceding submittal filed with the Commission in connection with the instant facility 
is QFS7-365-003, in the name of Zond Windsystems Holding Co., which has since merged into 
ZWHC LLC. 


18 C.F.R. § 292.207(a) (1999). 


DC:94127.I 



Pursuant to an application dated April 8, 1987, as amended July 1, 1987 and August 12, 
1987, the Commission granted certification as a qualifying small power production facility to the 
wind energy facility (the "Facility”) then being developed by Zond Systems, Inc. (Zond Systems, 
Inc. has changed its name to Enron Wind Systems, Inc.) at a site in the Tehachapi Mountains, Kem 
County, California (the "Initial Certification"). 2 As described in the initial application, Zond 
Systems, Inc. ultimately formed Zond Windsystems Holding Co. to own the Facility. Zond 
Windsystems Holding Co. has subsequently merged into ZWHC. On September 8, 1992, Zond 
Windsystems Holding Co. filed a Notice ofSelf-Recertification to reflect the change in ownership, 
a reduction in the Facility's capacity, and the inclusion of an undivided ownership interest in 
privately and cooperatively owned transmission and interconnection facilities within the definition 
of the Facility. 3 Pursuant to a Request for Recertification dated May 14, 1997, 4 the Commission 
granted recertification of the Facility's qualifying facility status reflecting the purchase by RADR 
ZWS, LLC ("RADR ZWS") of 50 percent interest in ZWHC. S (These above-referenced filings and 
orders are referred to collectively as the "Prior Certifications.") 

Other than as described herein, none of the information contained in the Prior Certifications 
has changed. Accordingly, except to the extent the information contained in the Prior Certifications 


Zond Systems. Inc.. 41 FERC J 62,079 (1987). 

Docket No. QF87-365-002. ZWHC owns these facilities through its wholly-owned 
subsidiary Sagebrush Partner Twenty Inc. 

Docket No. QF87-365-003. 

Zond Windsystems Holding Co. . 79 F.E.R.C. 1 62,236 (1997). 
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changes as described herein, ZWHC hereby incorporates by reference the Prior Certifications with 
respect to its Notice of Self-Recertification as a Qualifying Facility under Section 292,207 of the 
Commission’s regulations. 

The purpose of this Notice is to recertify the Facility as a QF following a change in upstream 
ownership of the Facility. 

lb. Full Address of Applicant 

ZWHC LLC 
P.O. Box 1910 
13000 Jameson Road 
Tehachapi, California 93561 
(805) 822-6835 

lc. Ownership 

ZWHC is a Delaware limited liability company. Prior to the change in ownership described 
herein, Enron Wind Systems, Inc. was the Managing Member, owning 50 percent of member 
interests, and RADR ZWS was a Regular Member, owning the remaining 50 percent of member 
interests in ZWHC. 6 Enron Wind Systems, Inc. has purchased RADR ZWS's interest in ZWHC (the 
"Transaction"). As a result ofthe Transaction, Enron Wind Systems, Inc. holds a direct 100 percent 
ownership interest in ZWHC. Enron Wind Systems, Inc. is a wholly-owned subsidiary of Enron 
Wind Domestic Holding Coip., which, in turn, is a wholly-owned subsidiary of Enron Wind Corp., 
which, in turn, is a wholly-owned subsidiary of Enron Renewable Energy Corp. ("EREC"). EREC 
is a wholly-owned subsidiary of Smith Street Land Company, which is a wholly-owned subsidiary 


The prior ownership of ZWHC is depicted on the chart attached as Exhibit A. 


- 3 - 
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of Enron Corp. Enron Corp. is an Oregon corporation with its principal place of business in 
Houston, Texas. The new ownership of ZWHC after the Transaction is depicted on the chart 
attached as Exhibit B. 

On April 14, 2000 Enron Corp., the ultimate parent of Enron Wind Systems, Inc., filed an 
application with the Securities and Exchange Commission ("SEC") for an exemption under Section 
3(a)(3) or, in the alternative, Section 3(a)(5) of the Public Utility Holding Company Act of 1935 
("PUHCA"). 7 Under the Commission's regulations, 18 C.F.R. § 292.206(c), in conjunction with the 
"good faith" filing provisions of Section 3(c) of PUHCA, upon filing of an application for exemption 
under Section 3(a)(3) or Section 3(aX5) of PUHCA, an applicant is not considered an “electric utility 
holding company” under the QF ownership test of the Commission’s regulations for purposes of the 
utility ownership limitations under PURPA. Doswell Limited Partnership and Diamond Energy . 56 
FERC 1 61,170, 61,590 (1991). Accordingly, as of April 14, 2000, neither Enron Corp. nor any of 
its affiliates is deemed to be an electric utility holding company for purposes of the ownership 
limitation under the Commission’s regulations. 

In addition, Enron Corp. now is in the process of selling Portland General Electric ("PGE") 
to Sierta Pacific Resources. 8 Upon completion of the sale, Enron Corp. and its affiliate will no 


15U.S.C. § 79c(a)(l) (1994). 

In the application filed in Docket No. ECOO-63-OOO on March 3, 2000, Enron Corp. and 
Sierra Pacific, et al. have sought approval of Enron Coip.'s proposed sale and Sierra Pacific's 
proposed acquisition of PGE under Section 203 of the FPA. 


- 4 - 
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longer be a “holding company” under PUHCA and thus will no longer be an “electric utility holding 
company" under the Commission’s regulations. 

Id. Signature of authorized individual evidencing accuracy and authenticity of 
information: 



John As Lamb 
Assistant General Counsel 
Enron Wind Corp. 


2. Communications: 

Correspondence concerning this notice should be addressed to the following persons: 


John A. Lamb 
Assistant General Counsel 
Enron Wind Corp. 

444 South Flower Street 
Suite 4545 

Los Angeles, CA 90071-2946 
213-452-4884 

Adam Wenner 

The Willard Office Building 

Vinson & Elkins, L.L.P. 

1455 Pennsylvania Avenue, N.W. 
Washington, D.C. 20004-1008 
202-639-6533 


Stephen H. Friedlander 
Enron Corp. 

333 Clay Street 
Suite 2 100 
Houston, TX 77002 
713-646-6525 


3a. Location of Facility: 

California 
Kem 

Tehachapi 

13000 Jameson Road, Tehachapi, California 93561 
P.O. Box 1910, Tehachapi, California 93561 


State: 

County: 

City or Town: 
Street Address: 
Mailing Address: 


- 5 - 
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3b. Utility: 

See Prior Certifications. 

4a. Facility Components: 

See Prior Certifications. 

4b. Power Production Capacity: 

See Prior Certifications. 

4c. Initial Operations: 

See Prior Certifications. 

4d. Primary Energy Input: 

See Prior Certifications. 

5. Average Annual Hourly Energy' Inputs: 
See Prior Certifications. 

6. Additional Characteristics: 

None. 

7. Fossil Fuel Use: 

See Prior Certifications. 

8. Eligible Facility: 

See Prior Certifications. 


- 6 - 
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Exhibit A 

Zond Windsystems Holding Co. LLC 
(previous) 




50% of member interests 
(Managing Member) 


50% of member interests 
(Regular Member) 
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CERTIFICATE OF SERVICE 

Pursuant to Sections 292.207(a)(ii) and 385.2010 of the Commission's regulations, I hereby 
certify that I have served, by first-class mail, postage prepaid, a copy of the foregoing document 
upon (1) each electric utility to which applicant expects to interconnect, transmit, or sell electric 
energy or from which applicant expects to purchase supplementary standby, back-up, and 
maintenance power, (2) the state regulatory authority of each state where the facility and each 
affected utility is located, and (3) each person designated on the official service lists compiled by 
the Secretary of the Federal Energy Regulatory Commission in these proceedings. 

Dated at Washington, D.C. this 3“* day of August, 2000. 



Adam Wenner 

Attorney for Enror. Wind Systems, Inc. 


- 7 - 
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rnmmitf.ee on Governmental Affairs 


EXHIBIT #A-12 


QF 91-59 


Sky River Partnership 
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WRITER'S TELEPHONE 
(202) <39-6533 


Vmscsrt &Elkins 

ATTORNEYS AT LAW 

VINSON * EUCINS L.L.P 
THE W1UARO OFFICE SUitOINC 
MS S PENNSYLVANIA AV6_ N.W. 

WASHINGTON, D.C, 2W»4-*M8 
TELEPHONE (202) *«-4«X>. 

FAX (202) 


May 14,1997 


ORIGINAL 


■J> % 

z~i 



Ms. Lois D. Casheil, Secretary 
Federal Energy Regulatory Commission 
888 First Street, N.E. 

Dockets Room 1A 
Washington, D.C. 20426 


I Committee on Governm en tal Affai rs 

EXHIBIT #A-12a 

/V 


RE: 


003 


Dear Ms. Casheil: 


Pursuant to Part 292 of the Commission's Regulations, 18 C.F.R. Part 292, please find 
enclosed an original and fourteen copies of a "Request for Certification of Qualifying Facility Status 
for Small Power Production Facility" relating to the Sky River wind turbine facility. As discussed 
in the application, the recertification is based on changes in the ownership of Sky River Partnership, 
necessitated by the changes in status that result from the proposed merger of Enron Ccrp., an indirect 
owner of the Sky River Partnership, with Portland General Corporation, as described in the 
Commission’s order in Enron Corp.. 78 FERC If 61,179(1 997). 


I appreciate your attention to this matter and would be pleased to answer any questions you 
may have. 


Sincerely, 


Adam Wenner 


Enclosures 

LVGmAWl34l\£mON>ZONT>SKVnVLT.WPO 


<77(#33 i 2 /o£l_ 



HOUSTON DALLAS WASHINGTON. O.C. AUSTIN MOSCOW LONDON SINGAPORE 
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UNITED STATES OF AMERICA 
BEFORE THE 






A & 
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FEDERAL ENERGY REGULATORY COMMISSION 


Sky River Partnership ) Docket No. QF91-59- f)02) 

) 

REQUEST FOR RECERTIFICATION OF 
QUALIFYING FACILITY STATUS FOR 
SMALL POWER PRODUCTION FACILITY 

Pursuant to section 292.207(b) of the Commission’s regulations, 1 ' Sky River Partnership 

("Sky River” or "Applicant") hereby applies for recertification that the wind energy facility described 

herein, subsequent to a change in upstream ownership, is a qualifying smaii power production 

facility ("Qualifying Facility’ or "QF") under subpatt B of part 292 of the Commission’s 

regulations. 1, 

F-.ona.556 

la. Name: 

The fell name of the Applicant is Sky River Partnership. The Docket Number assigned to 
the immediately preceding submittal filed with the Commission in connection with the instant 


F 18 C.F.R. § 292.207(b) (1996). 

F Victory Garden Phase IV Partnership, Docket No. QF90-43- . and Zond 

Windsystems Holding Company, Docket No. QF87-365- , are concurrently filing 

applications for recettification of qualifying facility status of small power production 
facilities regarding similar upstream ownership changes. (The facilities described in 
these applications, together with the facility described herein, are referred to as the 
"Zond Facilities.") 


VBWAS01:S»4.7 
? 2:35 pm 


XSSBCECCSCSm 

HW.I.9,995 
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facility is QF91-59-002. Pursuant to an application dated January 17, 1991, as amended October 8 
1991, the Commission granted certification as a qualifying small power production facility to the 
wind energy facility (the "Facility") then being developed by Zond Sky River Development 
Corporation ("Sky River Dev. Corp.”) and ESI Sky River Limited Partnership ("ESI Sky River") at 
a site in the Tehachapi Mountains, Kem County, California (the "Initial Certification"). 2 ' As 
described in the initial application. Sky River Dev. Corp. and ESI Sky River ultimately formed Sky 
River to be the owner of the Facility. 1 ' On December 30, 1991, Sky River filed a Notice of Self- 
Recertification regarding a change in the capacity of the Facility. 2 ' Sky River also filed an 
Application for Recertification to reflect the installation of an additional wind turbine generator to 
the Facility, and on April 17, 1992, the Commission granted recertification. 1 ' (The Initial 
Certification, the Notice of Self-Recertification, and the Recertification Order are referred to 
collectively as the "Prior Certifications.") 

Other than as described herein, none of the information contained in the Prior Certifications 
has changed. Accordingly, except to the extent the information contained in the Prior Certifications 
changes as described herein. Sky River hereby incorporates by reference the Prior Certifications with 


Zond Skv River Dev. Corp.. 57 FERC 1 62,0 19(1991). 

Sky River, through its wholly owned subsidiary Sagebrush Parmer Fifteen Inc., also 
owns an undivided interest in certain privately and cooperatively owned transmission 
facilities and interconnection facilities used to transmit power from QFs to the 
purchasing utility. Id. at 63.027-28. 

Docket No. QF91-59-001. 

Sky foyer Partnership, 59 FERC H 62,057 (1992) ("Recertification Order”). 
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respect to its Application for Recertification as a Qualifying Facility under section 292.207 of the 
Commission’s regulations. 

lb. Full Address of Applicant 

Sky River Partnership 
P.O. Box 1910 
13000 Jameson Road 
Tehachapi, California 93561 
(805) 822-6835 

lc. Ownership 

I. Slcv River Ownership 

Sky River is a California general partnership with Sky River Dev. Corp. as the managing 
general partner and ESI Sky River as the other general partner. 2 * * ESI Sky River is a Delaware limited 
partnership with ESI Sky River, Inc. as its sole general partner and ESI LP. Inc. as its sole limited 
partner. ESI Sky River, Inc. is a wholly owned subsidiary of ESI California Holdings, Inc. which 
in turn, is a wholly owned subsidiary of ESI Energy, Inc. ("ESI Energy”). ESI LP, Inc. is a wholly- 
owned subsidiary of ESI Energy. ESI Energy is a wholly owned subsidiary of FPL Group, Inc. 
("FPL Group"), an "electric utility holding company" as defined in section 292.202(n) of the 
Commission's regulations. 5 ' 

Sky River Dev. Corp. is a wholly owned subsidiary of Zond Systems, Inc. (”Zond Systems"), 
which is a wholly owned subsidiary of Zond Corporation ("Zond”). Zond is a wholly owned 
subsidiary of Enron Renewable Energy Corp. ("EREC"). Enron Corp. ("Enron”) owns 78.33 percent 

2 The current ownership of Sky River is depicted on the chart attached as Exhibit A. 

2 18 C.F.R. § 292.202(n) (1996). 
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of the outstanding stock of EREC. 2 ' On February 27, 1997, the Commission issued an order 
approving the merger of Enron and Portland General Corporation ("PGC") (the "Merger") under 
Section 203 of the Federal Power Act. 12 ' PGC is the sole parent company of Portland General 
Electric Company, an electric utility. Following the completion of the Merger, Enron will become 
an exempt public utility holding company under Section 3(a)(1) of PUHCA. 11 ' As a result, Enron’s 
39.165 percent derivative interest in Sky River 12 ' will be considered ownership by an "electric utility 
holding company" for purposes of section 292.206. 11 ' 

In order to ensure that Sky River will remain in compliance with section 292.206, prior to 
the Merger, Zond Systems will sell 100 percent of its interest in Sky River Dev. Corp. H ' (which, as 


2 ' The remaining 2 1 .67% of EREC’s stock is held by individuals and entities, none of 

whom or which owns 10 percent or more of EREC’s stock or is an "electric utility" 
or an "electric utility holding company.” None of these individuals or entities is 
engaged in the generation or sale of electric power or has any ownership or operating 
interest, within the meaning of section 292.206 and Form 556, 18C.F.R.§ 131.80, 
in any electric facilities other than qualifying cogeneration or small power production 
facilities; "eligible facilities" as "exempt wholesale generators” under Section 32(a) 
of the Public Utility Holding Company Act of 1 935 ("PUHCA"), 1 5 U.S.C. § 79z- 
5a(a) (1994); or electric facilities as "foreign utility companies” under Section 33(a) 
of PUHCA, 15 U.S.C. § 79z-5b(a) (1994). 

w Enron Corp. . 78 FERC 6 1 , 1 79 ( 1 997). 

“ 15 U.S.C. § 79c(aXl) (1994). 

a 50 percent x 78.33 percent. 

See Dominion Resources. Inc. 43 FFRC «[ 61 079 MOSS’) 

H ' Prior to the sale. Sky River Dev. Corp. will merge with and into Sky River, LLC, a 
Delaware limited liability company, and Sky River Dev. Corp.’s stock will be 
converted to a "member interest" that will be owned by Zond Systems. This change 
in corporate form does not affect the determination of ownership of the Facility under 
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described in footnote 1 4, will be converted to Sky River, LLC prior to the sale) to RADR ZWS LLC 
C'RADR ZWS”), a Delaware limited liability company owned by a Managing Member and Regular 
Members. 1 ^ As a result, RADR ZWS will hold an indirect SO percent partnership interest in Sky 
River .-“S' The Managing Member of RADR ZWS will be RADR ZWS MM, LLC, a limited liability 
company owned by three individuals, and the Regular Members will be individuals. (The Managing 
Member, its upstream owners, and the Regular Members are referred to collectively as the "RADR 
ZWS Owners.") None of RADR ZWS or the RADR ZWS Owners is an electric utility, an electric 
utility holding company, or a subsidiary thereof; is engaged in the generation or sale of electric 
power, or has any ownership or operating interest, within the meaning of section 292.206 and Form 
556, in any electric facilities other than qualifying cogeneration or small power production facilities, 
"eligible facilities” as "exempt wholesale generators" under Section 32(a) of PUHCA, or electric 
facilities as "foreign utility companies" under Section 33(a) of PUHCA. 11 ' 


section 292.206. 

The new ownership of Sky River is depicted on the chart included in Exhibit A. 

w In the Initial Certification, the Commission found that ESI Sky River would own no 
more than a 50 percent interest in the Facility. Zond Skv River Dev Com 57 FERC 
at 63,027. Except for the designation of ESI Sky River as the managing general 
partner, there arc no substantive changes to the Sky River Partnership First Amended 
and Restated Agreement of General Partnership, dated October 13, 1990 ("Sky River 
Partnership Agreement"). 

a The individuals who will own RADR ZWS MM, LLC, as well as the Regular 
Members, may invest directly or indirectly, through investment entities that they 
control. If they invest through such entities, the entities will also satisfy the above- 
described restrictions respecting utility-related activities and ownership. 
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II. Description of Sky River's Operations 

Sky River sells all of the output of the Facility to Southern California Edison Company 
("SCE”) pursuant to three power purchase agreements, each originally executed on January 30, 1985 
and expiring in 2021 . SCE also supplies electrical service to the Facility. 

Zond Systems, a wholly owned subsidiary of Zond Corporation, provides operations and 
maintenance service to Sky River pursuant to a Windsystem Management Agreement ("O&M 
Agreement”) executed on November 30, 1990. Zond Systems receives a fee based on a percentage 
of costs incurred for direct labor and benefits for services provided under the O&M Agreement plus 
reimbursement of direct and indirect costs. The O&M Agreement was the product of arm's-length 
bargaining between Zond Systems and ESI Sky River, and the payments thereunder do not exceed 
the market price for such services. RADR ZWS will ratify the O&M Agreement. 

Zond Systems also leases or owns the land on which the Facility is located and provides an 
easement to Sky River for use of the property pursuant to a Grant of Windpark Easement and 
Easement Agreement executed on June 7, 1 990 ("Easement Agreement"). The Easement Agreement 
was the product of arm's-length bargaining between Zond Systems and ESI Sky River, and the 
payments thereunder do not exceed the market rate for such an easement. RADR ZWS will ratify 
the Easement Agreement. 

Zond Systems will provide consulting services to Sky River, LLC pursuant to a Windsystem 
Consulting Services Agreement to be entered into by Zond Systems and RADR ZWS. The 
Consulting Agreement will be the product of arm's-length negotiations between Zond Systems and 
RADRZWS.ownerofSky River, LLC. Payments for consulting services will be $10,000 per year. 
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adjusted in accordance with changes to the Consumer Price index. The payments will not exceed 
the market price of such services. 

EREC will provide a loan to RADR ZWS, the proceeds of which will be used to finance the 
acquisition of Zond Systems' interest in Sky River, LLC. The interest rate will be at a market rate, 
and RADR ZWS will be See to seek alternative sources of financing. The loan will convey no 
management control or entitlement to profits or losses from the Facility to EREC. 

ESI Sky River will replace Sky River Dev. Corp. as the managing general partner of Sky 
River. The change in the identity of the managing general partner will not alter the duties of, or 
compensation to, the managing general partner, which were established in arm's-length negotiations 
between Sky River Dev. Corp. and ESI Sky River in October 1990, when these parties entered into 
the First Amended and Restated Sky River Partnership Agreement (the "Partnership Agreement"). 
RADR ZWS will ratify these changes to the Partnership Agreement. 

To address a potential discrepancy between cash flows from the Facility and income tax 
liability in respect of the Facility in years 1999-2008. an affiliate of Zond Systems will indemnify 
RADR ZWS for any amount by which the aggregate income tax liability of the Members in respect 
of Sky River for each of these years exceeds distributable cash flow from Sky River to the Members 
for such year. Also, an affiliate of Zond Systems will indemnify the Members of RADR ZWS for 
certain tax liabilities that may arise from the disposition of the interest of RADR ZWS in the Zond 
Facilities. 

RADR ZWS will grant Zond Systems an option to purchase its member interest in Sky River, 
LLC. The option agreement will provide that during the term of the existing power purchase 
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agreements, the option may only be exercised if the exercise would not adversely affect the QF status 
of the Facility, unless there has been a change in law or Commission regulations, or a change to the 
agreements that would permit the option to be exercised without materially and adversely affecting 
Sky River's rights under these power purchase agreements (the "QF Period’’).' 11 ' As noted above. Sky 
River’s existing power purchase agreements, which require the Facility to be a QF, extend through 
year 2021. Consequently, the effect of this provision is that, absent such a change, the Facility will 
remain a QF through 2021. Following the Merger, ifZond Systems were to exercise the option after 
the expiration of the power purchase agreements, the Facility would cease to be a QF; prior to that 
time Sky River will seek a Commission determination that it is an "exempt wholesale generator" 
under Section 32(a)(1) of PUHCA. J2 ' The option will be transferable or assignable; however the 
assignee or transferee will remain subject to these restrictions. 25 ' 

III. The Arrangements S atisfy the Co mmissio n’s Ownership Criteria 

The statutory ownership criteria governing Qualifying Facilities appear in Section 
3(17XCXii) of the Federal Power Act. Under that section, a Qualifying Facility must be owned; 


tf In addition, during the term of an outstanding loans from Credit Suisse First Boston 
to Sky River, the option may not be exercised if such exercise would have a material 
adverse effect on the regulatory status of the Facility. 

15 U.S.C. § 79z-5a(a). 

w Depending on the timing of the Merger, it may be necessary to implement some of 
the changes described herein, such as the transfer of an ownership interest to RADR 
ZWS and the loan, prior to the issuance of a final order in the instant proceeding. 
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by a person not primarily engaged in the generation or sale of electric power (other 
than electric power solely fom cogeneration facilities or small power production 
facilities). 21 ' 

The Commission's regulation implementing Section 3(i7XC)(ii) states that: 

a . . . small power production facility shall be considered to be owned by a person 
primarily engaged in the generation or sale of electric power, if more than 50 percent 
of the equity interest in the facility is held by an electric utility or utilities, or by an 
electric utility holding company, or companies, or any combination thereof. If a 
wholly or partially owned subsidiary of an electric utility or electric utility holding 
company has an ownership interest of a facility, the subsidiary's ownership interest 
shall be considered as ownership by an electric utility or electric utility holding 
company. 22 ' 

The Commission’s regulations thus equate "ownership interest” with "equity interest." The 
Commission evaluates the control of the venture and each owner's entitlement to the "stream of 
benefits" from the venture to determine each participant’s equity interest. 22 ' 

A. Control 

The arrangements described herein satisfy the Commission's requirement that electric 
utilities, electric utility holding companies, or their subsidiaries exercise no more than 50 percent 
control of a QF. As stated above, RADR ZWS will have the same rights to control Sky River that 
Zond Systems had when the Commission determined, in the Initial Certification, that Sky River’s 


^ 16 U.S.C. § 796<18XBXii) (1994). 

221 18 C.F.R. § 2921206(b) (1996). 

® See. e.g.. Ultrapower 3. 27 FERC f 61.094 (19841. 
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ownership structure satisfies the Commission's QF ownership criteria. 21 ' The only change to that 
structure is that ESI Sky River will become the managing general partner. 

The Commission has held that an electric utility subsidiary may be the sole general partner 
or managing general partner of a partnership, provided that the non-utility owner retains the right to 
approve any decisions that affect the distribution of the stream of benefits from the facility, including 
approval of loans and service agreements with affiliates of the utility owner. 22 ' Under the new 
ownership arrangements described herein. Sky River, LLC will retain one-half control of the 
Management Committee. In the Prior Certifications the Commission determined that under the 
terms of the Partnership Agreement, neither partner nor the Management Committee has the 
authority to alter the allocation of the stream of benefits from the Facility. 24 ' These terms have not 
been changed. Accordingly, ESI Sky River will not exercise greater than 50 percent control of Sky 
River. In approving similar arrangements. Commission orders have noted that the utility affiliate 


^ Other than as a result of their indirect interest in the Zond Facilities, none of the 
RADR ZWS Owners has any affiliation with Enron, FPL Group, or any affiliate of 
either. 

^ Ssa Burney Forest Produc t s, a J oin t Ve nture, 76 FERC 1 62,263, at 64,476 (1996) 

(utility affiliate sole general partner); sssJtlsc Crockett Cogeneration, a Cal. Ltd. 
Partnership, 72 FERC 1 62,078, at 64,135 (1995); ONSITE/Molokai Limited 
Partnership. 49 FERC u 61,333 (1989); Onondaga Cogeneration Limited Partnership . 
62 FERC 1 62,140 (1993); Acme POSDEF Partners. L.P.. 72 FERC U 62,264 (1995); 
Geothermal Energy Partners Ltd.. 50 FERC 1 62,006 (1990) (utility affiliate 
managing partner). 

^ Zond Sky Ri ye r D ev , Con?., aicra, 57 FERC at 63,027. 
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is simply taking over duties as the managing general partner under arrangements established when 
a non-utility entity performed that same role.® 

B. The Ownership Arrangements Satisfy the Commission's Requirements for AUnr-ntir^ 
of the Stream of Benefits . 

The new ownership arrangements satisfy the Commission's criteria that no more than 50 
percent of the stream of benefits from a QF flow to electric utilities, electric utility holding 
companies, or their subsidiaries. As noted above, RADR ZWS will have the same rights to the 
stream of benefits from the Facility as Zond Systems had under the arrangements that the 
Commission determined, in the Initial Certification, satisfy the Commission's QF ownership 
criteria.® No aspect of the new ownership arrangements will affect RADR ZWS's right to receive 
50 percent of the stream of benefits from Sky River. 

1. The O&M. Easement, and Consulting Agreements . 

In evaluating the stream of benefits from a QF, the Commission has held that it will consider 
whether payments to an electric utility owner or its affiliate under a service agreement or other 
arrangement reflect additional equity payments. Where such payments exceed the compensation that 
would have been paid to an unaffiliated entity for the same services, the Commission will consider 
the payments to be part of the recipient's entitlement to the stream of benefits. On the other hand, 
where such payments result from arm’s-length negotiations, the Commission will find that the 


22 

211 


61 FERC 1 62,1 13, at 63,184 n.7 (1992). 
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payments reflect the market and are not part of the stream of benefits. 22 ' If control of a Qualifying 
Facility is shared equally between a utility and non-utility owners, the Commission will presume any 
such arrangements to be at arm’s length.® 

At the time that the O&M Agreement and the Easement Agreement were negotiated. Sky 
River Dev. Corp. was a 50 percent, non-utility partner in Sky River, and ESI Sky River was a 50 
percent utility partner. The O&M and Easement Agreements thus satisfy the Commission's criteria 
for presuming that the agreements were the result of arm's-length bargaining and that the 
compensation paid to the Zond affiliates reflects market rates.® Moreover, RADR ZWS will ratify 
the O&M and Easement Agreements. 

Similarly, Zond Systems will provide consulting services to Sky River, LLC pursuant to the 
Consulting Agreement The payments under the Consulting Agreement will not exceed market rates, 
and the agreement will be the result of arm's-length bargaining between Zond Systems and 
RADR ZWS. The arrangement thus will satisfy the Commission's criteria for holding that Zond 
Systems' revenues are not included in the stream of benefits from the Facility.® 


w Sss Acme POSDEF Partners. 1..P.. 72 FERC at 64,830 (1995). 

® Id,; sssalsa Brooklyn Nayy Yard Cogeneration Fanners. L.F., 74 FERC Tf 61,015, 

at 61,047 (1996) ("Brooklyn Naw Yard '"!. 

w Sss Clear Lake Cogeneration, Ltd. Eagnsrshin. 78 FERC f 62,178 (1997) (" Clear 
Lake"!: Cogenron Inc.. 78 FERC 62.157. (19971. 

® With respect to any future contracts, the Partnership Agreement provides that 
approval of any contract between the Partnership and any partner or affiliate of any 
partner is determined by the representative of the unaffiliated partner on the 
Management Committee. Thus, the electric utility affiliated entity with an interest 
in the Facility may not dictate the terms or conditions of service agreements with Sky 
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2. The Loan Agreement 

As noted above, EREC will provide a loan to RADR ZWS to finance the purchase of the 
member interest in Sky River, LLC. The Commission has held that the repayment of a loan by an 
electric utility to a non-electric utility owner of a QF is not included in the stream of benefits where 
the loan contains a reasonable rate of interest for the risks assumed and conveys no management 
control or entitlement to profits or losses to the electric utility The Commission has also held that 
its concern regarding loans is further mitigated where the non-utility borrower is not prevented from 
borrowing funds elsewhere to finance the acquisition.® 

The interest rate for the loan to RADR ZWS will be consistent with rates for projects with 
similar risk profiles. The loan will convey no management control or entitlement to profits or losses 
from Sky River to the lender. Moreover, RADR ZWS was not precluded from borrowing the funds 
from an alternative lender. Accordingly, the loan and the payments thereunder should not be 
included in the stream of benefits from the Facility. 

3. Managing General Partner 

ESI Sky River will receive a fee for the performance of its duties as the managing general 
partner of Sky River. The amount of the fee is the same that Sky River Dev. Corp., the non-utility 
owner, received under the Sky River Partnership Agreement during its term as managing general 


River. See Cogenron Inc. 78 FERC at 64,570. 

East Syracuse Generating Co.. T,.P.. 65 FERC f 62,224, at 64,553 (1993) (" East 
Syracuse "!: cf. Brooklyn Naw Yard. 74 FERC at 61,047-48. 

Selkirk Cogen Partners. L.P.. 70 FERC H 62,084, at 64,229 (1995). 
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partner. The amount of the fee was negotiated at arm's length and was implemented in 1990, well 
before the new ownership arrangements were contemplated. Moreover, RADR ZWS will ratify the 
revised Sky River Partnership Agreement. Accordingly, the management fee should not be included 
in the stream of benefits from the Facility received by ESI Sky River. 22 ' 

4. Indemnity 

Under the indemnity agreements described above, an affiliate of Zond Systems may, in 
certain circumstances, be required to make payments to the non-utility owners of Sky River. The 
Commission has held that, in determining ownership interests under section 292.206, it does not 
consider capital contributions and has.approved arrangements in which the utility affiliate's future 
contributions would cause its contributions to exceed 50 percent 25 ' The examination focuses instead 
"on that which is derived from the partnership, i jl, the stream of benefits.” 22 ' Payments, if any, 
pursuant to the indemnity agreements are similar to capital contributions that convey no management 
control and do not affect the distribution of profits or gains , w and therefore are not included in the 
stream of benefits. 25 ' 


w See Bradv Power Partners. 61 FERC H 62.113 (1992V The Commission has 
previously approved a similar arrangement involving another affiliate of ESI. Id. 

* Sse^SA, Ultrapower 3, 27 FERC at 6 1.1 84; Beowawe Geothermal Power Cn .. rt 
FERC 1 62,205 (1985). 

22 CMS Midland. Inc., 50 FERC f 6 1 ,098 at 6 1 ,288 ( 1 990). 

2* I& 

22 See also. East Syracuse, 65 FERC at 64,553 (principal amount of loan by utility 
owner to non-utility owner subject to downward adjustment to the extent non-utility 
owner incurs loss in subsequent resale of its interest); Take Cogen, l td 79 FERC 
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The Commission has held that the existence of a purchase option does not constitute a 
present ownership interest and thus does not affect a facility's qualifying status. 1 * Prior to the 
exercise of the option, the interest in Sky River heid by an electric utility or an electric utility holding 
company will not exceed 50 percent As described above, the option can only be exercised by a 
utility interest after the QF Period has ended, whereupon, absent a change in law or regulations as 
described above, the Facility would no longer enjoy the benefits of QF status and would seek to 
obtain status as an exempt wholesale generator. The Commission has recognized that a facility may 
be a QF during one period and not be a QF during another period. When this happens, the lack of 
qualifying status during one period does not affect the facility's qualifying status during the period 
of compliance. 11 ' In the instant case, the basis for ceasing to be a Qualifying Facility would be a 


1 62,054 (1997); Selkirk Cogen Partners. 1..P.. 70 FERC % 62,084. 

^ See, e.g- City of Burlington. Vt. . Elec. Dep’L 45 FERC 1 61.009. at 61.035 n.32 
(1988) (option held by utility affiliate to purchase non-utility owner’s interest in QF 
in year 11 or 21 of operation not treated as present ownership by utility); Turbo Gas 
& F.lec.. Ltd.. 30 FERC 1 61,273 at 61,565 (1985) (option by subsidiary of electric 
utility holding company to purchase either 51 or 100 percent of QF not treated as 
current utility ownership interest). Similarly, the Commission determined that 
provisions permitting a utility affiliate to assume 99 percent of voting interest in a QF 
upon an event of a default under its lease or deferral of payments under its power 
purchase agreement to be "unexercised rights" that do not bar QF status. Midland 
Cogeneration Venture. L.P.. 50 FERC 1 61,259 at 61,802 (1990), reh'g denied. 56 
FERC n 61,361 f!99n. petition for review denied sub nom. Michigan Mun. Coop. 
Group v. PF.RC. 990 F,2d 1377 (D.C. Cir. 1993). 

Sec, e.g.. Pe pperill Power Associates L.P.. 64 FERC 161,286 (1993) (facility which 
operated as a Qualifying Facility from 1987 through 1992 subsequently lost 
qualifying facility status and became an EWG in 1993, based on loss of steam host); 
Medina Power Co.. 71 FERC 1 61,264 (1995), Lsh'gitenkd, 72 FERC 1 61,224 
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deliberate business decision based on the expiration of power purchase agreements, rather than an 
unintended failure to meet technical standards. However, the legal consequences in both types of 
cases should be the same. Here, as in the above-cited cases, the fact that a period of non-QF status 
may follow the QF Period should not affect the qualifying status of the Facility during the prior 
period of compliance. 

Id. Authorized individual evidencing accuracy of information: 

A S- 

Adam S. Umanoff 

Senior Vice President and General Counsel 
Zond Corporation 



(1995) (following a period of non-compliance in 1992-1994, applicant might become 
a Qualifying Facility for calendar year 1995 and beyond). See also LG&E 
Westmoreland Somhammon. 76 FERC 1 61,1 16 (1996) (establishing rates and 
exemptions for period of non-compliance with QF regulations). 
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2. Communications: 


Correspondence concerning this application should be addressed to the following persons' 


Adam S. Umanoff 

Senior Vice President and General Counsel 

Zond Corporation 

444 S. Flower Street 

Los Angeles, CA 90071-2946 

(213) 236-9544 


Dean Gosselin 
ESI Energy, Inc. 

11760 US Highway 1 
Sixth Floor 

North Palm Beach, FL 33408 
(561)691-3619 


Adam Wenner 
Vinson & Elkins, L.L.P. 

The Willard Office Building 
1455 Pennsylvania Avenue, N.W. 
Washington, D.C. 20004-1008 
(202) 639-6533 
Counsel to Zond Corporation 


Michael D. Homstein 
Reid & Priest LLP 
701 Pennsylvania Avenue, N.W. 
Suite 800 

Washington, D.C. 20004-1 008 

(202)508-4133 

Counsel to ESI Energy, Inc. 


3a. 


Location of Facility: 
State: 

County: 

City or Town: 

Street Address: 
Mailing Address: 


California 

Kern 

Tehachapi 

13000 Jameson Road, Tehachapi, California 93561 
P.O. Box 1910, Tehachapi, California 93581 


3b. Utility: 


The Facility interconnects with the transmission system of SCE. SCE purchases the output 
of the Facility and provides it with separate electric service. 


4a. Facility Components: 

See Prior Certifications. 

4b. Power Production Capacity: 
See Prior Certifications. 
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4c. Initial Operations: 

The Facility commenced operations on February 12, 1991. 

4d. Primary Energy Input: 

See Prior Certifications. 

5. Average Annual Hourly Energy Inputs: 

See Prior Certifications. 

6. Additional Characteristics: 

None. 

7. Fossil Fuel Use: 

See Prior Certifications. 

8. Eligible Facility: 

See Prior Certifications. 
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EXHIBIT A 


Sky River Partnership 
(existing) 



ESI Energy, Inc. 


Enron Renewable Energy Corp. 



100% of stock 


100% of stock 


100% of stock 


Zond Corporation 


100% of stock 



Zond Systems, Inc. 


100% of stock 



l:\ENEWWia41\ENRON\ZONO\SKYRlVER.VSD 
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Sky River Partnership 
(proposed) 


[ 


FPL Group, Inc. 




100% of stock 


c 


ESI Energy, Inc. 


100% of stock 


1 


100% of member 
interests* 




8 ESI 

California 

Holdings, Inc. 

I 




100% of stock! 


100% of stock 



RADRZWS, LLC 






GP 

LP 

■ 





100% of member interests 



•These individuals may invest directly or indirectly, through an intermediate entity. 
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UNITED STATES OF AMERICA 
BEFORE THE 

FEDERAL ENERGY REGULATORY COMMISSION 


§ 

Sky River Partnership § Docket No. QF91-59- 

■5 

NOTICE OF APPLICATION FOR COMMISSION 
RECERTIFICATION OF QUALIFYING STATUS 
OF A SMALL POWER PRODUCTION FACILITY 


OnMay , 1997, Sky River Partnership (Sky River), P.O.Box 1910, 13000 Jameson Road, 

Tehachapi, California 93561 submitted for filing an application for Commission recertification as 
a qualifying small power production facility pursuant to Section 292.207(b) of the Commission's 
Regulations. No determination has been made that the submittal constitutes a complete filing. 

According to the applicant, the facility is a wind energy small power production facility 
located in the Tehachapi Mountains, Kent County California, The Commission previously certified 
the facility as a qualifying facility in Zond Skv Ri ver Dev. Corn.. 57 FERC 962,109(1991), and Sky 
River Partnership. 59 FERC f 62,057 (1992). The facility consists of 343 wind turbines with an 
aggregate capacity of 77.45 MW. Power from the facility is sold to Southern California Edison 
Company. According to the applicant, the instant recertification is requested to assure that the 
facility will remain a qualifying feciiity following a change in the ownership of Zond Sky River 
Development Corp., one of the general partners in Sky River. 

Any person who wishes to be heard or to object to granting qualifying status should file a 
motion to intervene or protest with the Federal Energy Regulatory Commission, 888 First Street, 
N.E., Washington, D.C. 20426, in accordance with Rules 21 1 and 214 of the Commission's Rules 

of Practice and Procedure. A motion or protest must be filed within days after the date of 

publication of this notice and must be served on the applicant. Protests will be considered by the 
Commission in determining the appropriate action to be taken but will not serve to make protestants 
parties to the proceeding. A person who wishes to become a party must file a motion to intervene. 
Copies of these filings are on file with the Commission and are available for public inspection. 


Lois D. Cashell 
Secretary 


& ;\:ODMMSOFrsOt\3 1 tWEWASSIU 163m 
MOAV7:13?pn. 
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CERTIFICATE OF SERVICE 

I hereby certify that I have served, by first-class mail, postage prepaid, a copy of the foregoing 
document upon all parties on the official service lists compiled by the Secretary of the Federal 
Energy Regulatory Commission in these proceedings. 

Dated at Washington, D.C. thisIVth day of May, 1997. 

AAa L(J^xsr&\ 

Adam Wenner 

Attorney for Sky River Partnership 


V£WAS0!:3W64.7 

04/2J/97:2:24pm 


- 19 - 
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UNITED STATES OF AMERICA 
FEDERAL ENERGY REGULATORY COMMISSION 


Committee on Governmental Affairs 

EXHIBIT #A-12b 


Sky River Partnership ) 

Small Power Production and ) 

Cogeneration Facilities ) Docket No. QF91-59-003 

-- Qualifying Status ) 


ORDER GRANTING APPLICATION FOR RECERTIFICATION 
AS A QUALIFYING SMALL POWER PRODUCTION FACILITY 

(Issued June 30, 1997) 


Summary : 

On May 14, 1997, Sky River Partnership (Sky River or 
Applicant) filed an application for recertification of a small 
power production facility as a qualifying facility (QF) pursuant 
to 18 C.F.R. 292.207(b). 1/ 

According to the application, the instant recertification is 
requested to ensure that the facility will retain its qualifying 
status following a change in the upstream ownership of Zond Sky 
River Development Corp . , one of the general partners in Sky 
River. According to Sky River, no other material changes have 
occurred with respect to the facility. 

Notice of the application was published in the Federal 
Register with comments, protests or motions to intervene due on 
or before June 24, 1997. 2.1 No responses were received. 

Discussion: 

Under 18 C.F.R. 292.203(a), a qualifying small power 
production facility must comply with the size criteria and fuel 


1/ The 77.5 MW wind-powered small power production facility is 
located in Kern County, California. It consists of 343 wind 
turbine generators and certain transmission and 
interconnection facilities. Electricity produced by the 
facility is sold to Southern California Edison Company. The 
facility was certified in Docket No. QF91-59-000, Zond Sky 
River Development Corporation and ESI Sky River Limited 
Partnership, 57 FERC 1 62,019 (1991). On December 30, 1991, 
a notice of self -recertification was filed in Docket No. 
QF91-59-001 . The facility was recertified in Docket No. 
QF91-59-002 , Sky River Partnership, 59 FERC H 62,057 (1992). 

2/ 62 Fed. Reg. 31,424 (1997). 


JUN 0 0 1997 


dc-a-3^ 
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Docket No. QF91-59-003 - 2 - 

use criteria specified in 18 C.F.R. 292.204 and the ownership 
criteria contained in 18 C.F.R. 292.206. 


A. Ownership : 

Under IS C.F.R. 292.206, no more than 50 percent of the 
equity interest in a QF may be held, directly or indirectly 
through subsidiaries, by electric utilities and/or electric 
utility holding companies (collectively, electric utility 
entities) . 

Various subsidiaries of FPL Group, Inc. (an electric utility 
holding company) currently own 50 percent of Sky River. The 
remaining 50 percent ownership of Sky River is currently divided 
between entities and individuals (21.67 percent) and subsidiaries 
of Enron Corporation (Enron) (78.33 percent). 3./ Under the 
proposed transaction, Zond Systems (a subsidiary of Enron) will 
sell 100 percent of its interest in Sky River to RADR ZWS, LLC 
(SADR ZWS) .4/ As a result, RADR ZWS will hold an indirect 50 
percent interest in Sky River. 

On February 26, 1997, the Commission issued an order 
approving the merger of Enron and Portland General Corporation 
(Portland General) . £/ Portland General is the parent of 
Portland General Electric Company, an electric utility. Due to 
the proposed merger, Enron's derivative interest of 39.2 percent 
(i.e., 78.33 percent of 50 percent) in the facility will be 
considered ownership by an electric utility entity under the 
Commission's Section 292.206 ownership criteria. However, in 
order to ensure that Sky River will remain in compliance with the 
ownership criteria, Zond Systems will sell 100 percent of its 
interest in Sky River to RADR ZWS prior to the merger . 


3/ Specifically, Enron owns 78.33 percent of Enron Renewable 
Energy Corp., which wholly owns Zond Corporation, which 
wholly own Zond Systems, Inc. (Zond Systems) which wholly 
owns Zond Sky River Development Corporation which owns 50 
percent of the Applicant. 

4/ Prior to the sale, Zond Sky River Development Corporation 

will merge with and into Sky River, LLC, a Delaware limited 
liability company, and the stock will be converted into 
"member interests." 

5/ Enron Corporation, et al ■ ■ 78 FERC H 61,179 (1997) . 

Following the completion of the merger, Enron will become an 
exempt public utility holding company under Section 3 (a) (1) 
of the Public Utility Holding Company Act of 1935 (PUHCA) . 
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Sky River represents that neither RADR ZWS nor any of its 
upstream owners {the individuals) will be engaged in the 
generation or sale of electric power, or have any ownership or 
operating interest in any electric facilities other than QFs and 
EWGs . 6/ Accordingly, no more than a 50 percent interest in the 
facility will be held by electric utility entities. 

E . Loans and Service Agreements : 

Sky River states that Enron Renewable Energy Corporation 
will provide a loan to RADR ZWS to finance the purchase of the 
member interest in Sky River, LLC. The interest rate to RADR ZWS 
will be consistent with rates for projects with similar risk 
Profiles. The loan will convey no management control or 
entitlement to profits or losses from Sky River to the lender. 
Accordingly,, since there is no evidence that the loan contains an 
unreasonable rate of interest , and it conveys no management 
control or entitlement to profits and losses to the electric 
atility, the loan and payments should not be included in the 
stream of benefit from the facility. 7/ 

Zond Systems, a wholly-owned subsidiary of Zond Corporation, 
performs operation and maintenance services to Sky River pursuant 
to a Windsystem Management Agreement (O&M Agreement) . Zond 
Systems receives a fee based on a percentage of costs incurred 
for direct labor and benefits for services provided under the O&M 
Agreement plus reimbursement of direct and indirect costs. The 
O&M Agreement was the product of arm’s-length bargaining between 
the parties, and the payment thereunder do not exceed the market 
price for such services. RADR ZWS will ratify the O&M Agreement. 
Zond Systems also leases or owns the land on which the facility 
is located and provides an easement to Sky River for use pursuant 
to an Easement Agreement . The Easement Agreement was the product 
of arm's-length bargaining between the parties, and the payment 
thereunder do not exceed the market rate for such an easement . 
RADR ZWS will ratify the Easement Agreement. 

In view of the above review process, Enron and its electric 
utility affiliated entities, Enron Renewable Energy Corporation 


6/ An EWG is not considered an electric utility company under 

Section 2(a) (3) of the Public Utility Holding Company Act of 
1935 (PUHCA), as amended by the Energy Policy Act of 1992, 
and ownership of an EWG does not result in an entity being 
considered asprimary engagement in the generation or sale of 
electric power under Sections 3(17) (C) (ii) and 3(13) (B) (ii) 
of the Federal Power Act. See Sections 32(e) and 32(1) of 
PUHCA. 

7/ S ee , e.g. , East Syracuse Generating Co., L.P., 65 FERC 
1 62,224 (1993). 
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and Zond Systems, may not dictate the terms and conditions of the 
loans or service agreements made with RADR ZWS and Sky River. 

Thus, revenues that Enron's subsidiaries may receive from loans 
or service agreements are viewed as resulting from arm' s-length 
negotiations . Accordingly, such revenues need not be considered 
in determining Enron's entitlement to the stream of benefits from 
the facility. 

C. Control and Stream of Benefits : 

Under the new ownership arrangements, RADR ZWS will have the 
same rights to control Sky River that Zond Systems had when the 
Commission determined in the initial eertif ication, that sky 
River's ownership structure satisfies the Commission’s ownership 
criteria. The only change is that ESI Sky River Limited 
Partnership (ESI) will become the managing general partner. Sky 
River, LLC will retain one-half of control of the Management 
Committee. Neither partner nor the Management Committee has the 
authority to alter the allocation of the stream of benefits from 
the facility. Accordingly, ESI will not have greater than 50 
percent control of Sky River. Since ESI will receive no more 
than 50 percent of the stream of benefits from the facility and 
will have no more than 50 percent control of Sky River, the 
facility meets the ownership criteria of 18 C.P.R. 292.206 and 
the interpreting cases. See Ultrapower 3, 27 FERC ^ 61,094 
(1984) , and CMS Midland, Inc., 38 FERC 1 61,244 (1937). 

Finding 


The small power production facility, as described in the 
application submitted by Sky River, meets the requirements 
established in 18 C.F.R. 292.203(a) regarding certification as a 
qualifying small power production facility. 

The Director : 

Grants recertification of qualifying status to the facility 
referenced in the submittal filed on May 14, 1997, by Sky River, 
pursuant to 18 C.F.R. 292.207(b) and Section 3(17) (C) of the 
Federal Power Act, as amended by Section 201 of the Public 
Utility Regulatory Policies Act of 1978 (PURPA) , and the 
Incentives Act, provided that the facility is owned and operated 
in the manner described in the application and this order. 8./ To 


8./ Certification as a QF serves only to establish eligibility 
for benefits provided by PURPA, as implemented by the 
Commission's Regulations, 18 C.F.R. Part 292. It does not 
relieve a facility of any ether requirements of local, state 
or Federal law, including those regarding siting, 
construction, operation, licensing and pollution abatement. 

(continued. . . ) 



592 


Docket No. QF91- 59-003 - 5 - 

the extent that facts or representations which form the basis for 
this order change, this order cannot be relied upon. While the 
facility might still be a QF under the changed circumstances, 
self or Commission recertification at that point will be 
necessary. 9/ 

Authorities : 

Authority to act on this matter is delegated to the 
Director, Division of Opinions and Corporate Applications, 
pursuant to 18 C.F.R. 375.308. 

This order constitutes final agency action. Requests for 
rehearing by the Commission may be filed within thirty (30) days 
of the date of issuance of this order, pursuant to 18 C.F.R. 
385.713. 



Robert E. Cackowski, Director 

Division of Opinions 

and Corporate Applications 


8/ ( . . . continued) 

Certification does not establish any property rights, 
resolve competing claims for a site, or authorize 
construction. 

9/ See Citizens for Clean Air and Reclaiming our Environment v. 
Newbay Corporation, 56 FERC 1 61,428 (1991), and Midland 
Cogeneration Venture Limited Partnership and CMS Midland, 
Inc., 56 FERC 1 61,361 (1991). 
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ORIGINAL 


Committee on Governmental Affairs 

EXHIBIT #A-12c 


August 3, 2000 


Honorable David P. Boergers 
Secretary 

Federal Energy Regulatory Commission 
888 First Street, N.E. 

Washington, D.C. 20426 

RE: Notice of Self-Recertification of Qualifying Facility Status for 
Small Power Production Facility ^ 

Sky River Partnership, Docket No. QF91-59 0O\ 

Dear Mr. Boergers: 

Pursuant to Part 292 of the Commission's Regulations, 1 8 C.F.R. Part 292 (1999), 
please find enclosed an original and fourteen copies of a "Notice of Self-Recertification of 
Qualifying Facility Status for Small Power Production Facility" relating to the Sky River wind 
turbine facility. As discussed in the notice, the recertification is based on changes in the upstream 
ownership of Sky River Partnership. 

Please date and stamp the enclosed extra copies of this notice and return them to our 
messenger. Thank you for your attention to this matter. 


Sincerely, 


Enclosure 

cc: California Public Utilities Commission 


Adam Wenner 
Attorney for Enron Wind Systems, Inc. 


DoafiofiooDi'l 


jjgCD OCKSTSD 

AUG 3 
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UNITED STATES OF AMERICA 
BEFORE THE 

FEDERAL ENERGY REGULATORY COMMISSION 


"if/. 


Sky River Partnership 


■>■;<-> -v. 

Docket No. QF9 1 -59- QO ^ 


NOTICE OF SELF-RECERTIFICATION OF 
QUALIFYING FACILITY STATUS FOR 
SMALL POWER PRODUCTION FACILITY 


Pursuant to Section 292.207(a)(1) of the Commission’s regulations,' Sky River Partnership 
("Sky River” or "Applicant") hereby submits this Notice of Self-Recertification that its wind energy 
facility remains a qualifying small power production facility based on a change in its upstream 
ownership. The Facility is a qualifying small power production facility ("Qualifying Facility" or 
"QF”) under Subpart B of Pan 292 of the Commission's regulations. 


Form 556 

la. Name: 

The full name of the Applicant is Sky River Partnership. The Docket Number assigned to 
the immediately preceding submittal filed with the Commission in connection with the instant 
facility is QF91-59-003. 

Pursuant to an application dated January 17, 1991, as amended October 8, 1991, the 
Commission granted certification as a qualifying small power production facility to the wind energy 


18 C.F.R. § 292.207(a) (1999). 


DC: 93664.2 
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facility (the "Facility”) then being developed by Zond Sky River Development Corporation ("Sky 
River Dev. Corp.") and ESI Sky River Limited Partnership ("ESI Sky River”) at a site in the 
Tehachapi Mountains. Kern County, California (the "Initial Certification"). 2 As described in the 
initial application, Sky River Dev. Corp. and ESI Sky River ultimately formed Sky River to be the 
owner of the Facility. 3 On December 30, 1991, Sky River filed a Notice of Self-Recertification 
regarding a change in the capacity of the Facility. 4 Sky River also filed an Application for 
Recertification to reflect the installation of an additional wind turbine generator to the Facility, and 
on April 17, 1992, the Commission granted recertification. 5 Pursuant to an Application for 
Recertification dated May 14, 1997, 6 the Commission granted recertification of the Facility's 
qualifying facility status reflecting a change in the upstream ownership of Sky River Dev. Corp., one 
of the general partners in Sky River. 7 Sky River Dev. Corp. merged into Sky River LLC. (These 
above-referenced filings and orders are referred to collectively as the "Prior Certifications.") 

Other than as described herein, none of the information contained in the Prior Certifications 
has changed. Accordingly, except to the extent the information contained in the Prior Certifications 


Zond Skv River Dev. Coro.. 57 FERC 1 62,019 (1991). 

Sky River, through its wholly-owned subsidiary Sagebrush Partner Fifteen Inc., also owns 
an undivided interest in certain privately and cooperatively owned transmission facilities and 
interconnection facilities used to transmit power from QFs to the purchasing utility. Id. at 
63,027-28. 

Docket No. QF91-59-001 . 

Skv River Partnership. 59 FERC U 62,057 (1992). 

Docket No. QF91-59-003. 

Skv River Partnership. 79 F.E.R.C. 1 62,237 (1997). 


- 2 - 
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changes as described herein, Sky River hereby incorporates by reference the Prior Certifications with 
respect to its Notice of Self-Recertification as a Qualifying Facility under Section 292,207 of the 
Commission’s regulations. 

The purpose of this Notice is to recertify the Facility as a QF following a change in upstream 

ownership of the Facility. 

lb. Full Address of Applicant 

Sky River Partnership 
P.O. Box 1910 
13000 Jameson Road 
Tehachapi, California 93561 
(805) 822-6835 

1 c. Ownership 

Prior to the change in ownership described herein. Sky River was a California general 
partnership in which ESI Sky River was the managing general partner and Sky River LLC was a 
general partner. ESI Sky River is a Delaware limited partnership in which ESI Sky River, Inc. is its 
sole general partner and ESI LP, Inc. is its sole limited partner. ESI Sky River, Inc. is a wholly- 
owned subsidiary of ESI California Holdings, Inc., which in turn is a wholly-owned subsidiary of 
ESI Energy, LLC ("ESI Energy”). ESI LP, Inc. is also a wholly-owned subsidiary of ESI Energy. 
ESI Energy is a wholly-owned subsidiary of FPL Energy, LLC, which is a wholly-owned subsidiary 
of FPL Group Capital Inc., which in turn is a wholly-owned subsidiary of FPL Group, Inc. The 
ownership of Sky River prior to the change in ownership described herein is depicted on the chart 
attached as Exhibit A. FPL Group, Inc. is an "electric utility holding company" as defined in Section 


- 3 - 
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292.202(n) of the Commission's regulations. 8 ESI Sky River's ownership of the Facility constituted 
ownership by a subsidiary of an electric utility holding company for the purposes of the 
Commission's ownership criteria set forth in Section 292.206 of the Commission's regulations. 9 Sky 
River LLC was a wholly-owned subsidiary of RADR ZWS, LLC ("RADR ZWS”), a Delaware 
limited liability company owned by a Managing Member and Regular Members. Therefore, prior 
to the change in ownership, RADR ZWS held an indirect 50 percent partnership interest in Sky 
River. 10 

Enron Wind Systems, Inc. has purchased RADR ZWS's interest in Sky River (the 
"Transaction"). As a result of the Transaction, Enron Wind Systems, Inc. holds an indirect 50 
percent partnership interest in Sky River. Enron Wind Systems, Inc. is a wholly-owned subsidiary 
of Enron Wind Domestic Holding Corp., which in turn is a wholly-owned subsidiary ofEnron Wind 
Corp., which is a wholly-owned subsidiary ofEnron Renewable Energy Corp. ("EREC”). EREC is 
a wholly-owned subsidiary of Smith Street Land Company, which is a wholly-owned subsidiary of 
Enron Corp. Enron Corp. is an Oregon corporation with its principal place of business in Houston, 
Texas. The new ownership of Sky River after the Transaction is depicted on the chart attached as 
Exhibit B. 


18 C.F.R. § 292.202(n) (1999). 

18 C.F.R.-S 292.206 (1999). 

In the Initial Certification, the Commission found that ESI Sky River would own no more 
than a 50 percent interest in the Facility. Zond Skv River Dev. Com. . 57 FERC at 63,027. 


- 4 - 
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On April 14, 2000, Enron Corp., the ultimate parent of Enron Wind Systems, Inc., filed an 
application with the Securities and Exchange Commission for an exemption under Section 3(aX3) 
or, in the alternative. Section 3(a)(5) of the Public Utility Holding Company Act of 1935 
("PUHCA"). 1 1 Under the Commission's regulations, "... a cogeneration or small power production 
facility shall be considered to be owned by a person primarily engaged in the generation or sale of 
electric power, if more than 50 percent of the equity interest in the facility is held by an electric 
utility or utilities, or by an electric utility holding company, or companies, in whole or in any 
combination thereof." 12 The Commission's regulations further provide that "electric utility holding 
company" "does not include any holding company which is exempt by rule or order adopted or 
issued pursuant to sections 3(a)(3) or 3(aX5) of [PUHCA].” 13 The Commission has deterniined that, 
upon the filing of a "good faith" application for exemption under Section 3(a)(3) or Section 3(aX5) 
of PUHCA, an applicant is not considered an "electric utility holding company” under the QF 
ownership test of the Commission’s regulations for purposes of the utility ownership limitations 
under the Public Utility Regulatory Policies Act of 1978 ("PURPA."). Dosweii Limited Partnership 
and Diamond Energy, 56 FERC 1 61,170, 61,590 (1991). Accordingly, as of April 14, 2000, neither 
Enron Corp. ncr any ofits affiliates is deemed to be an electric utility holding company for purposes 
of the ownership limitation under the Commission’s regulations. 


15 U.S.C. § 79c(a)(l) (1994). 
18 C.F.R.S 292.206(b) (1999). 
18 C.F.R. § 292.202{n) (1999). 
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In addition, Enron Corp. now is in the process of selling Portland General Electric ("PGE'') 
to Sierra Pacific Resources. 14 Upon completion of the sale, neither Enron Corp. nor any of its 
affiliates will be a "holding company” under PUHCA, and thus neither Enron Corp. nor any of its 
affiliates will be an “electric utility holding company” under the Commission’s regulations. 

Id. Signature of authorized individual evidencing accuracy and authenticity of 
information: 




JohgA. Lamb 
Assistant General Counsel 
Enron Wind Corp. 


Communications: 


Correspondence concerning this notice should be addressed to the following persons: 


John A. Lamb 
Assistant General Counsel 
Enron Wind Corp. 

444 South Flower Street 
Suite 4545 

Los Angeles, CA 90071-2946 
213-452-4884 


Stephen H. Friedlander 
Enron Corp. 

333 Clay Street 
Suite 2100 
Houston, TX 77002 
713-646-6525 


Adam Wenner 

The Willard Office Building 

Vinson & Elkins, L.L.P. 

1455 Pennsylvania Avenue, N.W. 
Washington, D.C. 20004-1008 
202-639-6533 


Clifford M. Naeve 

Skadden, Arps, Slate, Meagher & Flom LLP 
1440 New York Avenue, NW 
Washington, DC 20005 
202-371-7070 


In the application filed in Docket No. ECOO-63-OOO on March 3, 2000, Enron Corp. and 
Sierra Pacific, et al. have sought approval of Enron Corp.’s proposed sale and Sierra Pacific's 


- 6 - 
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with copies to: 

Michael L. Leighton 
Vice President 
ESI Sky River, Inc. 
c/o FPL Energy, LLC 
700 Universe Blvd. 
Juno Beach, FL 33408 
561-691-7159 

3a. Location of Facility: 


Edward F. Tancer 
Corporate Secretary 
ESI Sky River, Inc. 
c/o FPL Energy, LLC 
700 Universe Blvd. 
Juno Beach, FL 33408 
561-691-7087 


California 
Kem 

Tehachapi 

13000 Jameson Road, Tehachapi, California 93561 
P.O. Box 1910, Tehachapi, California 93561 

3b. Utility: 


State: 

County: 

City or Town: 
Street Address: 
Mailing Address: 


See Prior Certifications. 


4a. Facility Components: 

See Prior Certifications. 

4b. Power Production Capacity: 

See Prior Certifications. 


4c. Initial Operations: 

See Prior Certifications. 


4d. Primary Energy Input: 
See Prior Certifications. 


proposed acquisition of PGE under Section 203 of the FPA. 


- 7 - 
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5. Average Annual Hourly Energy Inputs: 
See Prior Certifications. 

6. Additional Characteristics: 

None. 

7. Fossil Fuel Use: 

See Prior Certifications. 

8. Eligible Facility: 

See Prior Certifications. 


- 8 - 
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Exhibit A 

Sky River Partnership 
(previous) 
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Exhibit B 

Sky River Partnership 
(current) 
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CERTIFICATE OF SERVICE 

Pursuant to Sections 292.207(aXii) and 385.2010 of the Commission's regulations, I hereby 
certify that I have served, by first-class mail, postage prepaid, a copy of the foregoing document 
upon (1) each electric utility to which applicant expects to interconnect, transmit, or sell electric 
energy or from which applicant expects to purchase supplementary standby, back-up, and 
maintenance power, ( 2 ) the state regulatory authority of each state where the facility and each 
affected utility is located, and (3) each person designated on the official service lists compiled by 
the Secretary of the Federal Energy Regulatory Commission in these proceedings. 

Dated at Washington, D.C. this 3 rd day of August, 2000. 




Adam Wenner 

Attorney for Enron Wind Systems, Inc. 


- 9 - 
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Vinsm&Elkins 

ATTORNEYS AT LA// 

VINSON 4 ELKINS LLP 
THE WILLARD OFFICE 8UILD1NG 
1455 PENNSYLVANIA AVE-. N.W. 
WASHINGTON, D.C. 20004-1008 
TELEPHONE (202) 639 -6500 
FAX (202) 539-550* 


WRITER'S TELEPHONE 
(202) 639-5533 


May 14, 1997 


Ms. Lois D. Cashel], Secretary 
Federal Energy Regulatory Commission 
888 First Street, N.E. 

Dockets Room 1 A 
Washington, D.C. 20426 


OftlSINAl 

( Committee on Governmental Affairs 

EXHIBIT #A-13a 



RE: Victory Garden Partnership. Docket No. OF9Q-43- 


00 V 


Dear Ms. Cashell: 


Pursuant to Part 292 of the Commission's Regulations, 18 C.F.R. Part 292, please find 
enclosed an original and fourteen copies of a "Request for Certification of Qualifying Facility Status 
for Small Power Production Facility” relating to the Victory Garden wind turbine facility. As 
discussed in the application, the recertification is based on changes in the ownership of Victory 
Garden Partnership, necessitated by the changes in status that result from the proposed merger of 
Enron Corp., an indirect owner of the Victory Garden Partnership, with Portland General 
Corporation, as described in the Commission's order in Enron Corp.. 78 FERC ^ 61,179 (1997). 


I appreciate your attention to this matter and would be pleased to answer any questions you 
may have. 


Sincerely, 


Adam Wenner 


Enclosures 

l:\ENE\AW1341\ENRON\ZOND\VGLT.WPD 


HOUSTON DALLAS 


qqcO^QO/Of 


JHRGDOGEnnBB 


HKJA.WZ 
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UNITED STATES OF AMERICA 
BEFORE THE 

FEDERAL ENERGY REGULATORY COMMISSION 


Victory Garden Phase IV Partnership 


) 

) Docket No. QF90-43 

) 


COP 


o % 
9 >, 




/,■/ y. ^ 


4% 


^ofi. ... 

'S, 

<S '/etc - 


REQUEST FOR RECERTIFICATION OF 
QUALIFYING FACILITY STATUS FOR 
SMALL POWER PRODUCTION FACILITY 


Pursuant to section 292.207(b) of the Commission’s regulations/ Victory Garden Phase IV 
Partnership ("Victory Garden IV" or "Applicant") hereby applies for recertification that the wind 
energy facility described herein, subsequent to a change in upstream ownership/ is a qualifying 
small power production facility ("Qualifying Facility" or "QF") under subpart B of part 292 of the 
Commission’s regulations. 


Form 556 


la. Name: 

The full name of the Applicant is Victory Garden Phase IV Partnership. The Docket Number 
assigned to the immediately preceding submittal filed with the Commission in connection with the 


1' 18 C.F.R. § 292.207(b) (1996). 

v Sky River Partnership, Docket No. QF91 -59- and Zond Windsystems Holding 

Company, Docket No. QF87-365- are concurrently filing applications for 

recertification of qualifying facility status of small power production facilities 
regarding similar upstream ownership changes. (The facilities described in these 
applications, together with the facility described herein, are referred to as the "Zond 
Facilities.") 
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instant facility is QF90-43-001 . A Notice of Self-Certification that the wind energy facility (the 
"Facility") then being developed by Zond Victory Garden Phase IV Development Corporation ("VG 
Dev. Corp.") and ESI VG Limited Partnership ("ESI VG") at a site in the Tehachapi Mountains, 
Kent County, California, would be a qualifying small power production facility was filed on 
December 13, 1989.- Subsequently, VG Dev. Corp. and ESI VG filed an application for 
Commission certification of the Facility on January 25, 1991, as revised on February 1, 1991, and 
October 1, 1991. The Commission granted certification as a qualifying small power production 
facility to the Facility on October 9, 1991 (the "Initial Certification"). 1 ' As described in the initial 
application, VG Dev. Corp. and ESI VG ultimately formed Victory Garden IV to be the owner of 
the Facility. 5 ' (The Notice of Self-Certification and the Initial Certification are. referred to 
collectively as the "Prior Certifications.") 

Other than as described herein, none of the information contained in the Prior Certifications 
has changed. Accordingly, except to the extent the information contained in the Prior Certifications 
changes as described herein. Victory Garden IV hereby incorporates by reference the Prior 
Certifications with respect to its Application for Recertification as a Qualifying Facility under 
section 292.207 of the Commission’s regulations. 


Docket No. QF90-43-000. 

Zond Victory Garden Phase IV Dev. Coro. . 57 FERC f 62,018 (1991) (" Zond Victory 
Garden "!. 

Victory Garden IV, through its wholly owned subsidiary Sagebrush Partner Sixteen 
Inc., also owns an undivided interest in certain privately and cooperatively owned 
transmission facilities and interconnection facilities used to transmit power from QFs 
to the purchasing utility. Ii at 63,025. 
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lb. Full Address of Applicant 

Victory Garden Phase IV Partnership 
P.O. Box 1910 
13000 Jameson Road 
Tehachapi, California 93561 
(805) 822-6835 

lc. Ownership 

Victory Garden IV is a California general partnership with VG Dev. Corp. and ESI VG as 
general partners. 4 ' ESI VG is a Delaware limited partnership with ESI Victory, Inc. as its sole 
general partner and ESI LP, Inc. as its sole limited partner. ESI Victory, Inc. and ESI LP, Inc. are 
wholly owned subsidiaries of ESI Energy, Inc., which, in turn, is a wholly owned subsidiary of FPL 
Group, Inc., an "electric utility holding company” as defined in section 292.202(n) of the 
Commissions regulations.- ESI VG's indirect ownership of the Facility constitutes ownership by 
a subsidiary of an electric utility holding company for the purposes of the Commission's ownership 
criteria set forth in section 292.206 of the Commission's regulations. 1 ' 

VG Dev. Corp. is a wholly-owned subsidiary of Zond Mesa-VGIV Corporation ("Zond 
Mesa"), which, in turn, is a wholly owned subsidiary of Zond Systems, Inc. ("Zond Systems”), a 
wholly owned subsidiary of Zond Corporation ("Zond"). Zond is a wholly owned subsidiary of 
Enron Renewable Energy Corp. ("EREC"). Enron Corp. ("Enron") owns 78.33 percent of the 


v The current ownership of Victory Garden IV is depicted on the chart attached as 
Exhibit A. 

7' 18 C.F.R. § 292.202(n) (1996). 

» 18 C.F.R.§ 292.206 (1996). 
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outstanding stock of EREC. 2 ' On February 27, 1997, the Commission issued an order approving the 
merger of Enron and Portland General Corporation (“PGC”) (the "Merger") under Section 203 of 
the Federal Power Act. 1 ® PGC is the sole parent company of Portland General Electric Company, 
an electric utility. Following the completion of the Merger, Enron will become an exempt public 
utility holding company under Section 3(a)(1) of PUHCA. 11 ' As a result, Enron’s 39.165 percent 
derivative interest in Victory Garden IV a will be considered ownership by an ‘‘electric utility 
holding company” for purposes of section 292.206. 

In order to ensure that Victory Garden IV will remain in compliance with section 292.206, 
prior to the Merger, Zond Mesa will sell 100 percent of its interest in VG Dev. Corp. (which, as 
described in footnote 1 3, will be converted to Victory Garden, LLC prior to the sale) to RADR ZWS, 
LLC ("RADR ZWS"),“ a Delaware limited liability company owned by a Managing Member and 


s/ The remaining 21.67% of EREC's stock is held by individuals and entities, none of 

whom or which owns 10 percent or more of EREC's stock or is an "electric utility" 
or an "electric utility holding company." None of these individuals or entities is 
engaged in the generation or sale of electric power or has any ownership or operating 
interest, within the meaning of section 292.206 and Form 556, 1 8 C.F.R. § 1 3 1 .80, 
in any electric facilities other than qualifying cogeneration or small power production 
facilities; "eligible facilities" as "exempt wholesale generators" under Section 32(a) 
of the Public Utility Holding Company Act of 1935 ("PUHCA"), 15 U.S.C. § 79z- 
5a(a) (1994); or electric facilities as "foreign utility companies" under Section 33(a) 
of PUHCA, 15 U.S.C. § 79z-5b(a)(1994). 

Enron Corp. . 78 FERC 1 61,179 (1997). 

■U' 15 U.S.C. §79c(a)(l) (1994). 

a 50 percent x 78.33 percent Ssa Dominion RsSO»rces,.Inc., 43 FERC ! 61,079 
(1988). 

a Prior to the sale to RADR n, VG Dev. Cotp. will merge with and into Victory 
Garden, LLC, a Delaware limited liability company, and VG Dev. Corp.'s stock will 
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Regular Members, ^ As a result, RADR ZWS will hold an indirect 50 percent partnership interest 
in Victory Garden IV. a The Managing Member of RADR ZWS will be RADR ZWS MM, LLC, 
a limited liability company owned by three individuals, and the Regular Members will be 
individuals. (The Managing Member, its upstream owners, and the Regular Members are referred 
to collectively as the "RADR ZWS Owners.") None of RADR ZWS or the RADR ZWS Owners is 
an electric utility, an electric utility holding company, or a subsidiary thereof; is engaged in the 
generation or sale of electric power; or has any ownership or operating interest, within the meaning 
of section 292.206 and Form 556, in any electric facilities other than qualifying cogeneration or 
small power production facilities, "eligible facilities" as "exempt wholesale generators" under 
Section 32(a) of PUHCA, or electric facilities as "foreign utility companies" under Section 33(a) of 
PUHCA. 16 ' 


be converted to a "member interest” that will be owned by Zond Mesa. This change 
in corporate form does not affect the determination of ownership of the Facility under 
section 292.206. 

The new ownership of Victory Garden IV is depicted on the chart included in 
Exhibit A. 

a In the Initial Certification, the Commission found that ESI VG would own no more 
than a 50 percent interest in the Facility. Zond Victory Garden . 57 FERC at 63,027. 
Except for the designation of ESI VG as the managing general partner, there are no 
substantive changes to the Victory Garden Phase IV Partnership Second Amended 
and Restated Agreement of General Partnership, dated January 1, 1991 ("Victory 
Garden IV Partnership Agreement"). 

W The individuals who will own RADR ZWS MM, LLC, as well as the Regular 
Members, may invest directly or indirectly, through investment entities that they 
control. If they invest through such entities, the entities will also satisfy the above- 
described restrictions respecting utility-related activities and ownership. 
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II. Description of Victory Garden I V's Operations 

Victory Garden IV sells all of the output of the Facility to Southern California Edison 
Company ("SCE") pursuant to four power purchase agreements, one of which expires in 201 7 and 
the other three of which expire in 2020. SCE also supplies electrical service to the Facility. 

Zond Victory Garden Phase IV Maintenance Corp. ("VG1V Maintenance") and Victory 
Garden IV entered into a Windsystem Management Agreement, dated as of June 15, 1989 (the 
"O&M Agreement"). Pursuant to a Windsystem Management Subcontract dated June 15, 1989, 
between VGIV Maintenance and Zond Systems, VGIV Maintenance subcontracted its rights and 
obligations under the O&M Agreement to Zond Systems, the effect of which is that Zond Systems 
provides operations and maintenance service to Victory Garden IV. Zond Systems receives a fee 
based on a percentage of costs incurred for direct labor and benefits for services provided under the 
O&M Agreement plus reimbursement of direct and indirect costs. The O&M Agreement was the 
product of arm's-length bargaining between Zond Systems and ESI VG, and the payments thereunder 
do not exceed the market price for such services. RADR ZWS will ratify the O&M Agreement. 

Zond Systems also leases or owns the land on which the Facility is located and provides an 
easement to Victory Garden IV for use of the property pursuant to a Grant of Windpark Easement 
and Easement Agreement executed on August 24, 1 989 ("Easement Agreement"). The Easement 
Agreement was the product of arm's-length bargaining between Zond Systems and ESI VG, and 
payments thereunder do not exceed the market rate for such an easement. RADR ZWS will ratify 
the Easement Agreement. 
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Zond Systems will provide consulting services to Victory Garden, LLC pursuant to a 
Windsystem Consulting Services Agreement to be entered into by Zond Systems and RADR ZWS. 
The Consulting Agreement will be the product of arm's-length negotiations between Zond Systems 
and RADR ZWS, the owner of Victory Garden, LLC, Payments for consulting services will be 
$10,000 per year, adjusted in accordance with changes to the Consumer Price Index. The payments 
will not exceed the market price of such services. 

EREC will provide a loan to RADR ZWS, the proceeds of which will be used to finance the 
acquisition of Zond Mesa's interest in Victory Garden, LLC. The interest rate will be at a market 
rate, and RADR ZWS will be free to seek alternative sources of financing. The loan will convey no 
management control or entitlement to profits or losses from the Facility to EREC. 

ESI VG will replace VG Dev. Corp. as the managing general partner of Victory Garden IV. 
The change in the identity of the managing general partner will not alter the duties of, or 
compensation to, the managing general partner, which were established in arm's-length negotiations 
between VGDev. Corp. and ESI VG in January 1991, when these parties entered into the Second 
Amended and Restated Victory Garden IV Partnership Agreement (the "Partnership Agreement"). 
RADR ZWS will ratify these changes to the Partnership Agreement. 

An affiliate of Zond Systems will indemnify the Members of RADR ZWS for certain 
tax liabilities that may arise from the disposition of the interest of RADR ZWS in the Zond 
Facilities. 

RADR ZWS will grant Zond Systems an option to purchase its member interest in 
Victory Garden, LLC. The option agreement will provide that during the term of the existing power 
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purchase agreements, the option may only be exercised if the exercise would not adversely affect the 
QF status of the Facility, unless there has been a change in law or Commission regulations, or a 
change to the agreements that would permit the option to be exercised without materially and 
adversely affecting Victory Garden IV's rights under these power purchase agreements (the "QF 
Period' 1 ). 121 ' As noted above, Victory Garden IV's existing power purchase agreements, which require 
the Facility to be a QF, extend through year 2020. 1 *' Consequently, the effect of this provision is 
that, absent such a change, the Facility will remain a QF through 2020. Following the Merger, if 
Zond Systems were to exercise the option after the expiration of the power purchase agreements, the 
Facility would cease to be a QF; prior to that time Victory Garden IV will seek a Commission 
determination that it is an "exempt wholesale generator" under Section 32(a)(1) of PUHCA. The 
option will be transferable or assignable; however, the assignee or transferee will remain subject to 
these restrictions. 12 ' 

III. The Arrangements Satisfy the Commission's Ownership Criteria . 

The statutory ownership criteria governing Qualifying Facilities appear in Section 
3(17)(C)(ii) of the Federal Power Act. Under that section, a Qualifying Facility must be owned: 

V' In addition, during the term of an outstanding loan from Credit Suisse First Boston 
to Victory Garden IV, the option may not be exercised if such exercise would have 
a material adverse effect on the regulatory status of the Facility. 

^ Victory Garden IVs contracts apply to specific wind turbines and one of the contracts 
expires in 2017; however, since all of the turbines are owned by Victory Garden IV, 
the option could not be exercised until all of the turbines had fulfilled their 
obligations to be QFs - namely in 2020. 

& Depending on the timing of the Merger, it may be necessary to implement some of 
the changes described herein, such as the transfer of an ownership interest to RADR 
ZWS and the loan, prior to the issuance of a final order in the instant proceeding. 
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by a person not primarily engaged in the generation or sale of electric power (other 
than electric power solely from cogeneration facilities or small power production 
facilities). 22 ' 

The Commission's regulation implementing Section 3(17)(C)(ii) states that: 

a . . . small power production facility shall be considered to be owned by a person 
primarily engaged in the generation or sale of electric power, if more than 50 percent 
of the equity interest in the facility is held by an electric utility or utilities, or by an 
electric utility holding company, or companies, or any combination thereof. If a 
wholly or partially owned subsidiary of an electric utility or electric utility holding 
company has an ownership interest of a facility, the subsidiary's ownership interest 
shall be considered as ownership by an electric utility or electric utility holding 
company. 21 ' 

The Commission's regulations thus equate "ownership interest" with "equity interest." The 
Commission evaluates the control of the venture and each owner's entitlement to the "stream of 
benefits” from the venture to determine each participant's equity interest. 22 ' 

A. Control 

The arrangements described herein satisfy the Commission's requirement that electric 
utilities, electric utility holding companies, or their subsidiaries exercise no more than 50 percent 
control of a QF. As stated above, RADR ZWS will have the same rights to control Victory Garden 
IV that Zond Mesa had when the Commission determined, in the Initial Certification, that Victory 


w 16 U.S.C. § 796(1 8)(B)(ii) (1994). 

“ 1 8 C.F.R. § 292.206(b) (1996). 

a See, e.g.. Ultrapower 3. 27 FERC f 61.094 H 984V 
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Garden IV's ownership structure satisfies the Commission's QF ownership criteria* The only 
change to that structure is that ESI VG will become the managing general partner. 

The Commission has held that an electric utility subsidiary may be the sole genera) partner 
or the managing general partner of a partnership, provided that the non-utility owner retains the right 
to approve any decisions that affect the distribution of the stream of benefits from the facility, 
including approval of loans and service agreements with affiliates of the utility owner* Under the 
ownership arrangements described herein. Victory Garden, LLC will retain one-half control of the 
Management Committee. In the Prior Certifications the Commission determined that under the 
terms of the Partnership Agreement, neither partner nor the Management Committee has the 
authority to alter the allocation of the stream of benefits from the Facility* These terms have not 
been changed. Accordingly, ESI VG will not exercise greater than 50 percent control of Victory 
Garden IV. In approving similar arrangements, Commission orders have noted that the utility 


See supra note 15. Other than their indirect interest in the Zond Facilities, none of 
the RADR ZWS Owners has any affiliation with Enron, FPL Group, or any affiliate 
of either. 

See Bumev Forest Products, a Joint Venture . 76 FERC T 62,263, at 64,476 (1996) 
(utility affiliate sole general partner); see also Crockett Cogeneration, a Cal. Ltd. 
Partnership, 72 FERC 1 62,078, at 64,135 (1995); ONSITE/Molokai Limited 
Partnership, 49 FERC f 6 1 , 333(1989); Onondaga Cogeneration Limited Partnership . 
62 FERC 1 62,140 (1993); Acme POSDEF Partners. L.P.. 72 FERC U 62,264 (1 995); 
Geothermal Energy Partners Ltd ,, 50 FERC ^ 62,006 (1990) (utility affiliate 
managing partner). 

Zond Victory Garden , supra . 57 FERC at 63,025. 
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affiliate is simply taking over duties as the managing general partner under arrangements established 
when a non-utility entity performed that same role. 24 ' 

B. The Ownership Arrangements Satisfy the Commission's Requirements for Allocation 

of the Stream of Benefits 

The new ownership arrangements satisfy the Commission's criteria that no more than 50 
percent of the stream of benefits from a QF flow to electric utilities, electric utility holding 
companies, or their subsidiaries. As noted above, RADR ZWS will have the same rights to the 
stream of benefits from the Facility as Zond Mesa had under the arrangements that the Commission 
determined, in the Initial Certification, satisfy the Commission's QF ownership criteria.® No aspect 
of the new ownership arrangements will affect RADR ZWS's right to receive 50 percent of the 
stream of benefits from Victory Garden IV. 

1. The O&M. Easement and Consulting Agreements 

In evaluating the stream of benefits from a QF, the Commission has held that it will consider 
whether payments to an electric utility owner or its affiliate under a service agreement or other 
arrangement reflect additional equity payments. Where such payments exceed the compensation that 
would have been paid to an unaffiliated entity for the same services, the Commission will consider 
the payments to be part of the recipient's entitlement to the stream of benefits. On the other hand, 
where such payments result from arm’s-length negotiations, the Commission will find that the 
payments reflect the market and are not part of the stream of benefits.® If control of a Qualifying 

w See Bradv Power Partners . 61 FERC *| 62,1 13, at 63,184 n.7 (1992). 

® See supra note 1 5. 
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Facility is shared equally between a utility and non-utility owners, the Commission will presume any 
such arrangements to be at arm's length.® 

At the time that the O&M Agreement and the Easement Agreement were negotiated, VG 
Dev. Corp. was a 50 percent, non-utility partner in Victory Garden IV, and ESI VG was a 50 percent 
utility partner. The O&M and Easement Agreements thus satisfy the Commission's criteria for 
presuming that the agreements were the result of arm's-length bargaining and that the compensation 
paid to the Zond affiliates reflects market rates.® Moreover, RADR ZWS will ratify the O&M and 
Easement Agreements. 

Similarly, Zond Systems will provide consulting services to Victory Garden, LLC pursuant 
to the Consulting Agreement. The payments under the Consulting Agreement will not exceed 
market rates, and the agreement will be the result of arm's-length bargaining between Zond Systems 
and RADR ZWS. The arrangement thus will satisfy the Commission's criteria for holding that Zond 
Systems' revenues are not included in the stream of benefits from the Facility 


w IsL; SCC.alaa Brooklyn Navy Yard Cogeneration Partners. L.P.. 74 FERC 1 61 ,01 5, 
at 61,047 (1996) ("Biaaklyn Navy Yard"). 

® See Clear Take Cogeneration Ltd. Partnership . 78 FERC ^ 62.178 ( 1 997t: Co genron 
Inc.. 78 FERC H 62.152 (1997). 

h' With respect to future contracts, the Partnership Agreement provides that approval 
of any contract between the Partnership and any partner or affiliate of any partner is 
determined by the representative of the unaffiliated partner on the Management 
Committee. Thus, the electric utility affiliated entity with an interest in the Facility 
may not dictate the terms or conditions of service agreements with Victory 
Garden IV. See Cogenron Inc.. 78 FERC at 64.570. 
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2, The Loan Agreement 

As noted above, EREC will provide a loan to RADR ZWS to finance the purchase of the 
member interest in Victory Garden, LLC. The Commission has held that the repayment of a loan 
by an electric utility to a non-electric utility owner of a QF is not included in the stream of benefits 
where the loan contains a reasonable rate of interest for the risks assumed and conveys no 
management control or entitlement to profits or losses to the electric utility.® The Commission has 
also held that its concern regarding loans is further mitigated where the non-utility borrower is not 
prevented from borrowing funds elsewhere to finance the acquisition.® 

The interest rate for the loan to RADR ZWS will be consistent with rates for projects with 
similar risk profiles. The loan will convey no management control or entitlement to profits or losses 
from Victory Garden IV to the lender. Moreover, RADR ZWS was not precluded from borrowing 
the funds from an alternative lender. Accordingly, the loan and the payments thereunder should not 
be included in the stream of benefits from the Facility. 

3. Managing General Partner 

ESI VG will receive a fee for the performance of its duties as the managing general partner 
of Victory Garden IV. The amount of the fee is the same that VG Dev. Corp., the non-utility owner, 
received under the Victory Garden IV Partnership Agreement during its term as managing general 
partner. The amount of the fee was negotiated at arm's length and was implemented in 1990, well 
before the new ownership arrangements were contemplated. Moreover, RADR ZWS will ratify the 

w East S yracuse Generating C o., L.P., 65 FERC 1 62,224, at 64,553 (1993) ("East 
Syracuse "!: c.f. Brooklyn Navy Yard. 74 FERC at 61,047-48. 

® Selkirk Cogen Partners. L.P. . 70 FERC f| 62,084, at 64,229 (1995). 
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revised Victory Garden IV Partnership Agreement. Accordingly, the management fee should not be 
included in the stream of benefits from the Facility received by ESI VG.— ' 

4. Indemnity 

As noted above, an affiliate of Zond Systems will indemnify the Members of RADR ZWS 
for certain tax liabilities that may arise from the disposition of the interest of RADR ZWS in the 
Zond Facilities. The Commission has held that, in determining ownership interests under section 
292.206, it does not consider capital contributions and has approved arrangements in which the 
utility affiliate's future contributions would cause its contributions to exceed 50 percent.—' The 
examination focuses instead "on that which is derived from the partnership, Lfi,, the stream of 
benefits." 24 ' Payments, if any, pursuant to the indemnity agreement are similar to capital 
contributions that convey no management control and do not affect the distribution of profits or 
gains, and therefore are not included in the stream of benefits. 2 *' 


See Bradv Power Partners . 61 FERC H 62,113 (1992). The Commission has 
previously approved a similar arrangement involving another affiliate of ESI VG. 
14 


See, e.g- Ultrapower 3, 27 FERC at 61 , 1 84; Beowawe Geothermal Power Co .. 33 
FERC K 62,205 (1985). 


w 


50 FERC H 61,098 at 61,288 (1990). 


w Id, 


See also. East Syracuse . 65 FERC at 64,553 (principal amount of loan by utility 
owner to non-utility owner subject to downward adjustment to the extent non-utility 
owner incurs loss in subsequent resale of its interest); Lake Copen. l td 79 FERC 
H 62,054 (1997); Selkirk Cogen Partners. L.P. . 70 FERC f 62,084. 
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5. P ti r c iiasg.flp U Q.a 

The Commission has held that the existence of a purchase option does not constitute a 
present ownership interest and thus does not affect a facility's qualifying status. 12 ' Prior to the 
exercise of the option, the interest in Victory Garden IV held by an electric utility or an electric 
utility holding company will not exceed 50 percent. As described above, the option can only be 
exercised by a utility interest after the QF Period has ended, whereupon, absent a change in law or 
regulations as described above, the Facility would no longer enjoy the benefits of QF status and 
would seek to obtain status as an exempt wholesale generator. The Commission has recognized that 
a facility may be a QF during one period and not be a QF during another period. When this happens, 
the lack of qualifying status during one period does not affect the facility's qualifying status during 
the period of compliance.® In the instant case, the basis for ceasing to be a Qualifying Facility 


® See, e.g.. City of Burlington. Vt.. Elec. Dep't . 45 FERC H 61,009, at 61,035 n.32 

(1988) (option held by utility affiliate to purchase non-utility owner's interest in QF 
in year 1 1 or 21 of operation not treated as present ownership by utility); Turbo Gas 
&.Elec„ Ltd. . 30 FERC K 61,273 at 61,565 (1985) (option by subsidiary of electric 
utility holding company to purchase either 51 or 100 percent of QF not treated as 
current utility ownership interest). Similarly, the Commission determined that 
provisions permitting a utility affiliate to assume 99 percent of voting interest in a QF 
upon an event of a default under its lease or deferral of payments under its power 
purchase agreement to be "unexercised rights" that do not bar QF status. Midland 
Cogeneration Venture. L.P.. 50 FERC U 61,259 at 61,802 (1990), reh'g denied . 56 
FERC If 61,361 (1991), petition for review den ied sub noro, Michigan Mun. Coop. 
Group V.FF.RC. 990 F.2d 1377 (D.C. Cir. 1993). 

® See, e.g. . Pe pperill Power Associates L.P. . 64 FERC 1) 6 1 ,286 ( 1 993) (facility which 
operated as a Qualifying Facility from 1987 through 1992 subsequently lost 
qualifying facility status and became an EWG in 1993, based on loss of steam host); 
Medina Power Co,, 71 FERC t 61,264 (1995), reh'g denied . 72 FERC f 61,224 
(1995) (following a period of non-compliance in 1992-1994, applicant might become 
a Qualifying Facility for calendar year 1995 and beyond). See also LO&F. 
We stmoreland So ut ham pton . 76 FERC H 61,116 (1996) (establishing rates and 
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would be a deliberate business decision based on the expiration of power purchase agreements, 
rather than an unintended failure to meet technical standards. However, the legal consequences in 
both types of cases should be the same. Here, as in the above-cited cases, the fact that a period of 
non-QF status may follow the QF Period should not affect the qualifying status of the Facility during 


the prior period of compliance. 

Id. Authorized individual evidencing accuracy of information: 



Senior Vice President and General Counsel 
Zond Corporation 


2. Communications: 


Correspondence concerning this application should be addressed to the following persons: 


Adam S. Umanoff 

Senior Vice President and General Counsel 

Zond Corporation 

444 S. Flower Street 

Los Angeles, CA 90071-2946 

(213) 236-9544 

Adam Wenner 
Vinson & Elkins, L.L.P. 

The Willard Office Building 
1455 Pennsylvania Avenue, N.W. 
Washington, D.C. 20004-1008 
(202) 639-6533 
Counsel to Zond Corporation 

3a. Location of Facility: 

State: California 

County: Kem 


Dean Gosselin 
ESI Energy, Inc. 

1 1760 US Highway 1 
Sixth Floor 

North Palm Beach, FL 33408 
(561)691-3619 

Michael D. Homstein 
Reid & Priest, LLP 
701 Pennsylvania Avenue, N.W. 
Suite 800 

Washington, D.C. 20004-1008 

(202)508-4133 

Counsel to ESI Energy, Inc. 


exemptions for period of non-compliance with QF regulations). 
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City or Town: Tehachapi 

Street Address: 13000 Jameson Road, Tehachapi, California 93561 

Mailing Address: P.O. Box 1910, Tehachapi, California 93581 

3b. Utility: 

The Facility interconnects with the transmission system of SCE. SCE purchases the output 
of the Facility and provides it with separate electric service. 

4a. Facility Components: 

See Prior Certifications. 

4b. Power Production Capacity: 

See Prior Certifications. 

4c. Initial Operations: 

The Facility commenced operations on January 2, 1990. 

4d. Primary Energy Input: 

See Prior Certifications. 

5. Average Annual Hourly Energy Inputs: 

See Prior Certifications. 

6 . Additional Characteristics: 

None. 

7. Fossil Fuel Use: 

See Prior Certifications. 

8. Eligible Facility: 

See Prior Certifications. 
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Victory Garden Phase IV Partnership 
(existing) 


Individuals 


Enron Corp. 


21.67% of stock 


7833% of stock 


Enron Renewable Energy 
Corp. 


100% of stock 


FPL Group, Inc. 


Zond Corporation 


100% of stock 


ESI Energy, Inc. 




100% of stock 


ESI LP, Inc. 



100% of stock 


100% of stock 


Zond Systems, Inc. 


100% of stock 


Zond Mesa-VGIV Corporation 


100% of stock 


ESI VG Limited Partnership 


Zond Victory Garden Phase IV 
Development Corp 


1 



Victory Garden Phase IV Partnership 


l;'ENBAW1 341 \ENRON\ZOND\ViCTORY.VSD 
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Victory Garden Phase IV Partnership 
(proposed) 




100% of member 
interests* 




•These individuals may invest directly or indirectly, through an intermediate entity. 
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UNITED STATES OF AMERICA 
BEFORE THE 

FEDERAL ENERGY REGULATORY COMMISSION 

§ 

Victory Garden Phase IV Partnership § Docket No. QF90-43- 

§ 


NOTICE OF APPLICATION FOR COMMISSION 
RECERTIFICATION OF QUALIFYING STATUS 
OF A SMALL POWER PRODUCTION FACILITY 


On May , 1 997, Victory Garden Phase IV Partnership (Victory Garden), P.O. Box 1910, 

13000 Jameson Road, Tehachapi, California 93561 submitted for filing an application for 
Commission recertification as a qualifying small power production facility pursuant to Section 
292.207(b) of the Commission's Regulations. No determination has been made that the submittal 
constitutes a complete filing. 

According to the applicant, the facility is a wind energy small power production facility 
located in the Tehachapi Mountains, Kem County California. The Commission previously certified 
the facility as a qualifying facility in Zond Victory Garden Phase IV Dev. Corp.. 57 FERC ([ 62,01 8 
(1991). The facility consists of 98 wind turbines with an aggregate capacity of 22.05 MW. Power 
from the facility is sold to Southern California Edison Company. According to the applicant, the 
instant recertification is requested to assure that the facility will remain a qualifying facility 
following a change in the ownership of Zond Victory Garden Phase IV Development Corp., one of 
the general partners in Victory Garden. 

Any person who wishes to be heard or to object to granting qualifying status should file a 
motion to intervene or protest with the Federal Energy Regulatory Commission, 888 First Street, 
N.E., Washington, D.C. 20426, in accordance with Rules 21 1 and 214 of the Commission's Rules 

of Practice and Procedure. A motion or protest must be filed within days after the date of 

publication of this notice and must be served on the applicant. Protests will be considered by the 
Commission in determining the appropriate action to be taken but will not serve to make protestants 
parties to the proceeding. A person who wishes to become a party must file a motion to intervene. 
Copies of these filings are on file with the Commission and are available for public inspection. 


Lois D. Cashell 
Secretary 


6.1\::ODMA\SOFTSOL\3H\VEWAS01\31641'n 
0V24/97: 1:56pm 
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UNITED STATES OF AMERICA 
FEDERAL ENERGY REGULATORY COMMISSION 


Victory Garden Phase IV Partnership ) 


Committee on Governmental Affairs 

EXHIBIT #A-13b 


Small Power Production and 

Cogeneration Facilities 
-- Qualifying Status 


) 

) Docket No. QF90-43-002 

) 


ORDER GRANTING APPLICATION FOR RECERTIFICATION 
AS A QUALIFYING SMALL POWER PRODUCTION FACILITY 

{Issued June 30, 1997) 


Summary : 

On May 14, 1997, Victory Garden Phase IV Partnership 
(Victory Garden IV) filed an application for recertification of a 
small power production facility as a qualifying facility (QF) 
pursuant to 18 C.F.R. § 292.207(b). 1/ 

The instant application for recertification was submitted to 
ensure that the facility will retain its qualifying status 
following a change in its upstream ownership. According to 
Victory Garden IV, no other material changes have occurred with 
respect to the facility. 

Notice of the application was published in the Federal 
Register with comments, protests or motions to intervene due on 
or before June 24, 1997. 2/ No responses were received. 

pjgChggjQh : 

Under 18 C.F.R. § 292.203(a), a qualifying small power 
production facility must comply with the size criteria and fuel 
use criteria specified in 18 C.F.R. § 292.204 and the ownership 
criteria contained in 18 C.F.R. § 292.206. 


1/ The approximately 22 MW wind-powered small power production 
facility is located in the Tehachapi Mountains, Kern County, 
California. It consists of 98 wind turbines as well as 
certain transmission facilities. Electric power produced by 
the facility is sold to Southern California Edison Company. 
The facility was certified in Docket No. QF90-43-001, 57 
FERC 1 62,018 (1991). A notice of certification was filed 
on December 13, 1989 in Docket No. QF90-43-000. 


2/ 62 Fed. Reg. 31,424 (1997).. 


DC-A-34 
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Docket No. QF90-43-002 - 2 - 

A . Ownership : 

Under 18 C.F.R. § 292.206, no more than 50 percent of the 
equity interest in a QF may be held, directly or indirectly 
through subsidiaries, by electric utilities and/or electric 
utility holding companies (collectively, electric utility 
entities) . 

Victory Garden IV, the owner of the facility, currently is 
owned by two general partners, ESI VG Limited Partnership (ESI 
VG) and Zond Victory Garden Phase IV Development Corporation (VG 
Development). FPL Group, Inc., an electric utility holding 
company, through subsidiaries owns ESI VG. Enron Corporation 
(Enron), and certain individuals, through subsidiaries own 78.33 
percent and 21.67 percent, respectively, of VG Development. 

On February 26, 1997, the Commission issued an order 
approving the merger of Enron and Portland General Corporation 
(Portland General) . Portland General is the parent of Portland 
General Electric Company, an electric utility. 3/ As a result, 
Enron's derivative 39.165 percent ownership interest in Victory 
Garden IV would be considered ownership by an electric utility 
entity. 

In order to ensure that Victory Garden IV will remain in 
compliance with 18 C.F.R. 292.206, prior to the merger of Enron 
and Portland General, Zond Mesa-VGIV Corporation (Zond Mesa) , 
Enron's indirect subsidiary and parent company of VG Development, 
will sell 100 percent of its interest in VG Development to RADR 
ZWS , LLC (RADR ZWS) . 4/ The managing member of RADR ZWS will be 
RADR ZWS MM, LLC, a limited liability company owned by three 
individuals, and the regular members will be individuals. 
Consequently, once it mergers with Portland General, Enron will 
no longer own a share of Victory Garden IV; rather, RADR ZWS will 
hold a 50 percent general partnership interest in Victory Garden 
IV through Victory Garden, LLC. 

Victory Garden IV states that neither RADR ZWS nor any of 
its upstream owners will be engaged in the generation or sale of 
electric power, or have any ownership or operating interest in 


3./ Enron Corporation, et al . . 78 FERC ^ 61,179 (1997). 

Following the completion of merger, Enron will become an 
exempt holding company under section 3(a) (1) of the Public 
Utility Holding Company Act of 1935 (PUHCA) . 

Victory Garden IV states that prior to Zond Mesa's sale to 
RADR ZWS, VG Development will merge with and into Victory 
Garden, LLC, a Delaware limited liability company, and VG 
Development's stock will be converted into a "member 
interest” that will be owned by Zond Mesa. 


4 / 
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Docket No. QF90-43-OQ2 - 3 - 

any electric facilities other than QFs and exempt wholesale 
generators (EWGs) . 5 j Accordingly, no more than a 50 percent 
interest in the facility will be held by electric utility 
entities . 

B. Loans and Service Agreements : 

Victory Garden IV states that Enron Renewable Energy 
Corporation will provide a loan to RADR ZWS to finance the 
purchase of the member interest in Victory Garden, LLC. The 
interest rate on the loan to RADR ZWS will be consistent with 
rates for projects with similar risk profiles. The loan will 
convey no management control or entitlement to profits or losses 
from Victory Garden IV tc the lender. Accordingly, the loan and 
payments should not be included in the stream of benefits from 
the facility. 

Zond Systems, Inc. (Zond Systems), an indirect subsidiary of 
Enron, performs operation and maintenance services for Victory 
Garden IV pursuant to a Windsystem Management Agreement (O&M 
Agreement) . Zond Systems receives a fee based on a percentage of 
costs incurred for direct labor and benefits for services 
provided under the O&M Agreement plus reimbursement of direct and 
indirect costs. The O&M Agreement was the product of arm's- 
length bargaining between the parties, and the payment thereunder 
does not exceed the market price for such services. Moreover, 
RADR ZWS states that it will ratify the O&M Agreement. 

Zond Systems also leases or owns the land on which the 
facility is located and provides an easement to Victory Garden IV 
for use pursuant to a Windpark Easement Agreement (Easement 
Agreement} . The Easement Agreement was the product of arm's- 
length bargaining between the parties, and the payment thereunder 
does not exceed the market rate for such an easement. RADR ZWS 
states that it will ratify the Easement Agreement. Zond Systems 
will also provide consulting services to Victory Garden, LLC 
pursuant to a Consulting Agreement which will not exceed market 
rates. The Consulting Agreement will be the result of arm's- 
length bargaining between Zond Systems and RADR ZWS. 

In view of the above review process, Enron and its electric 
utility-affiliated entities may not dictate the terms and 
conditions of loans or service agreements made with RADR ZWS and 


An EWG is not considered an electric utility company under 
Section 2(a) (3) of PUHCA, as amended by the Energy Policy of 
1932, and ownership of an EWG does not result in an entity 
being considered as being primarily engaged in the 
generation or sale of electric power under sections 
3(17) (C) (ii) and 3!18) (B) ( ii ) of the Federal Power Act. See 
Sections 32(e) and 32 (j) of PUHCA. 


5 / 
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Docket No. QF90-43-002 - 4 - 

Victory Garden XV. Thus, revenues that Enron's subsidiaries may 
receive from loans or service agreements are viewed as resulting 
from arm's-length negotiations. Accordingly, such revenues need 
not be considered in determining Enron's entitlement to the 
stream of benefits from the facility, 

C. Control and Stream of 3enefii-s r 

Victory Garden IV states that, under the new ownership 
arrangements, RADR ZWS will have the same rights to control 
Victory Garden IV that Zond Mesa had when the Commission 
determined in the original certification that Victory Garden IV' s 
ownership structure satisfies the Commission's ownership 
criteria. The only change to the structure is that ESI VG will 
become the managing general partner of Victory Garden IV. 

Victory Garden, LLC will retain one-half control of the 
Management Committee. Neither partner nor the Management 
Committee has the right to alter the allocations of the stream of 
benefits from the facility. Accordingly, ESI VG will not 
exercise greater than 50 percent control of Victory Garden IV. 
Since ESI VG will not receive more than 50 percent of the stream 
of benefits from the facility and will have no more than 50 
percent control of Victory Garden IV, the facility meets the 
ownership criteria of 18 C.F.R. § 292.206 and the interpreting 
cases. S£S Ultrapower 3, 27 FERC H 61,094 (1984), and CMS 
Midland, Inc., 38 FERC 11 61,244 (1987). 

Finding : 

The small power production facility, as described in the 
application submitted by Victory Garden IV, meets the 
requirements established in 18 C.F.R. § 292.203(a) regarding 
certification as a qualifying small power production facility. 

The Director : 

Grants recertification of qualifying status to the facility 
referenced in the submittal filed on May 14, 1937, by Victory 
Garden IV pursuant to 18 C.F.R. § 292.207(b) and section 3(18) (B) 
of the Federal Power Act, as amended by section 201 of the Public 
Utility Regulatory Policies Act of 1978 (PURPA) , provided that 
the facility is owned and operated in the manner described in the 
application and this order. 6/ To the extent that facts or 


6 / Certification as a QF serves only to establish eligibility 
for benefits provided by purpa, as implemented by the 
Commission's Regulations, IS C.F.R. Part 292. It does not 
relieve a facility of any other requirements of local, state 
or federal law, including those regarding siting, 
construction, operation, licensing and pollution abatement. 

(continued. . . ) 
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representations which form the basis for this order change, this 
order cannot be relied upon. While the facility might still be a 
QF under the changed circumstances, self -or Commission- 
recertification at that point will be necessary. 7/ 


Authorities : 


Authority to act on this matter is delegated to the 
Director, Division of Opinions and Systems Analysis, pursuant to 
18 C.F.R. § 375.308. This order constitutes final agency action. 
Requests for rehearing by the Commission may be filed within 
thirty (30) days of the date of issuance of this order, pursuant 
to 18 C.F.R. S 385.713. 


"Xjul. CLe~JL 


Robert E. Cackcwski 
Director, Division of Opinions 
and Corporate Analysis 


6 / ( . ... continued) 

Certification does not establish any property rights, 
resolve competing claims for a site, or authorize 
construction. 

7/ See Citizens for clean Air and Reclaiming our Environment v. 
Newbay Corporation, 56 FERC 1 61,428 (1991), and Midland 
Cogeneration Venture Limited Partnership and CMS Midland, 
Inc., 56 FERC U 61,361 (1991). 
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ORIGINAL 


Committee on Governmental Affairs 

EXHIBIT #A-13c 


August 3, 2000 


Honorable David P. Boergers 
Secretary 

Federal Energy Regulatory Commission 
888 First Street, N.E. 

Washington, D.C. 20426 

RE: Notice of Self-Recertification of Qualifying Facility Status for 

Small Power Production Facility ~ 

Victory Garden Phase IV Partnership, Docket No. QF90-43 --- OO .3 

Dear Mr. Boergers: 

Pursuant to Part 292 of the Commission's Regulations, 18 C.F.R. Part 292 (1999), 
please find enclosed an original and fourteen copies of a "Notice of Self-Recertification of 
Qualifying Facility Status for Small Power Production Facility” relating to the Victory Garden Phase 
IV Partnership wind turbine facility. As discussed in the notice, the recertification is based on 
changes in the upstream ownership of Victory Garden Phase IV -Partnership. 

Please date and stamp the enclosed extra copies of this notice and return them to our 
messenger. Thank you for your attention to this matter. 


Sincerely, 




Adam Wenner 

Attorney for Enron Wind Systems, Inc. 


Enclosure 

cc: California Public Utilities Commission 


DC: 93666.2 

00(£tfooo*'( 
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UNITED STATES OF AMERICA 
BEFORE THE 

FEDERAL ENERGY REGULATORY COMMISSION 


c.-, ' C °f 




Victory Garden Phase IV Partnership 




Docket No. QF 90-43 


-00 3 




NOTICE OF SELF-RECERTIFICATION OF 
QUALIFYING FACILITY STATUS FOR 
SMALL POWER PRODUCTION FACILITY 


Pursuant to Section 292.207(a)(1) of the Commission’s regulations,’ Victory Garden Phase 
IV Partnership ("Victory Garden IV" or "Applicant") hereby submits this Notice of Self- 
Recertification that its wind energy facility remains a qualifying small power production facility 
based on a change in its upstream ownership. The Facility is a qualifying small power production 
facility ("Qualifying Facility" or "QF") under Subpart B of Part 292 of the Commission’s regulations. 

Form 556 

la. Name: 

The full name of the Applicant is Victory Garden Phase IV Partnership. The Docket Number 
assigned to the immediately preceding submittal filed with the Commission in connection with the 
instant facility is QF90-43-002. 

On December 13, 1989, Zond Victory Garden Phase IV Development Corporation ("VG 
Dev. Corp.") and ESI VG Limited Partnership ("ESI VG") filed a Notice of Self-Certification that 
the wind energy facility (the "Facility") then being developed by VG Dev. Corp. and ESI VG at a 
site in the Tehachapi Mountains, Kern County, California, would be a qualifying small power 


18 C.F.R. § 292.207(a) (1999). 


DC: 93666.2 
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production facility. 2 Subsequently, VG Dev. Cotp. and ESI VG filed an application for Commission 
certification of the Facility on January 25, 1991, as amended February 1, 1991 andOctoberl, 1991. 
The Commission granted certification as a qualifying small power production facility to the Facility 
on October 9, 1991 {the "Initial Certification"). 3 As described in the initial application, VG Dev. 
Corp. and ESI VG ultimately formed Victory Garden IV to be the owner of the Facility. 4 VG Dev. 
Corp. subsequently merged into Victory Garden LLC. Pursuant to an Application for Recertification 
dated May 14, 1997, 5 the Commission granted recertification of the Facility's qualifying facility 
status reflecting a change in the upstream ownership of Victory Garden LLC, a general partner in 
Victoiy Garden IV. 6 (These above-referenced filings and orders are referred to collectively as the 
"Prior Certifications.") 

Other than as described herein, none of the information contained in the Prior Certifications 
has changed. Accordingly, except to the extent the information contained in the Prior Certifications 
changes as described herein. Victory Garden IV hereby incorporates by reference the Prior 
Certifications with respect to its Notice of Self-Recertification as a Qualiiying Facility under Section 
292.207 of the Commission’s regulations. 

The purpose of this Notice is to recertify the Facility as a QF following a change in upstream 
ownership of the Facility. 


Docket No. QF90-43-000. 

Zond Victory Garden Phase IV Dev. Coro. . 57 FERC H 62,018 (1991). 

Victory Garden IV, through its wholly-owned subsidiary Sagebrush Partner Sixteen Inc., also 
owns an undivided interest in certain privately and cooperatively owned transmission 
facilities and interconnection facilities used to transmit power from QFs to the purchasing 
utility. Id. at 63,025. 

Docket No. QF90-43-002. 

Victory Garden Phase IV Partnership . 79 F.E.R.C. H 62,238 (1997). 


- 2 - 
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lb. Full Address of Applicant 

Victory Garden Phase IV Partnership 
P.O. Box 1910 
13000 Jameson Road 
Tehachapi, California 93561 
(805) 822-6835 

lc. Ownership 

Prior to the change in ownership described herein, Victory Garden IV was a California 
general partnership in which ESI VG was the managing general partner and Victory Garden LLC 
was a general partner. ESI VG is a Delaware limited partnership in which ESI Victory, Inc. is its sole 
general partner and ESI LP, Inc. is its sole limited partner. ESI Victory, Inc. and ESI LP, Inc. are 
wholly-owned subsidiaries of ESI Energy, LLC. ESI Energy, LLC is a wholly-owned subsidiary of 
FPL Energy, LLC, which is a wholly-owned subsidiary of FPL Group Capital Inc., which in turn 
is a wholly-owned subsidiary of FPL Group, Inc. FPL Group, Inc. is an "electric utility holding 
company” as defined in Section 292.202(n) of the Commission's regulations. 7 ESI VG's ownership 
of the Facility constituted ownership by a subsidiary of an electric utility holding company for the 
purposes of the Commission's ownership criteria set forth in Section 292.206 of the Commission's 
regulations. 8 Victory Garden LLC, a Delaware limited liability company, was a wholly-owned 
subsidiary of RADR ZWS, LLC ("RADR ZWS"). Therefore, prior to the change in ownership, 
RADR ZWS, a Delaware limited liability company owned by a Managing Member and Regular 
Members, held an indirect 50 percent partnership interest in Victory Garden IV. S The ownership of 


18 C.F.R. § 292.202(n) (1999). 

18 C.F.R. §292.206(1999). 

In the Initial Certification, the Commission found that ESI VG would own no more than a 
50 percent interest in the Facility. Zond Victory Garden Phase IV Dev. Corn. . 57 FERC at 
63,027. 


- 3 - 
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Victory Garden IV prior to the change in ownership described herein is depicted on the chart 
attached as Exhibit A. 

Enron Wind Systems, Inc. has purchased RADR ZWS's interest in Victory Garden LLC (the 
"Transaction"). As a result of the Transaction, Enron Wind Systems, Inc. holds an indirect 50 
percent partnership interest in Victory Garden IV. Enron Wind Systems, Inc. is a wholly-owned 
subsidiary of Enron Wind Domestic Holding Corp., which is a wholly-owned subsidiary of Enron 
Wind Corp., which in tum is a wholly-owned subsidiary of Enron Renewable Energy Cotp. 
("EREC"). EREC is a wholly-owned subsidiary of Smith Street Land Company, which is a wholly- 
owned subsidiary of Enron Corp. Enron Corp. is an Oregon corporation, with its principal place of 
business in Houston, Texas. The new ownership of Victory Garden IV after the Transaction is 
depicted on the chart attached as Exhibit B. 

On April 1 4, 2000, Enron Corp., the ultimate parent of Enron Wind Systems, Inc., filed an 
application with the Securities and Exchange Commission for an exemption under Section 3(a)(3) 
or, in the alternative, Section 3(a)(5) of the Public Utility Holding Company Act of 1935 
("PUHCA"). 10 Under the Commission's regulations, ”... a cogeneration or small power production 
facility shall be considered to be owned by a person primarily engaged in the generation or sale of 
electric power, if more than 50 percent of the equity interest in the facility is held by an electric 
utility or utilities, or by an electric utility holding company, or companies, or any combination 
thereof." 1 1 The Commission’s regulations further provide that "electric utility holding company" 
"does not include any holding company which is exempt by rule or order adopted or issued pursuant 


10 15 U.S.C. § 79c(a)(l) (1994). 

11 18 C.F.R. § 292.206(b) ( 1 999). 

- 4 - 
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to sections 3(aX3) or 3(a)(5) of [PUHCA]." 12 The Commission has determined that, upon the filing 
of a "good faith” application for exemption under Section 3(a)(3) or Section 3(a)(5) of PUHCA, an 
applicant is not considered an "electric utility holding company" under the QF ownership test of the 
Commission's regulations for purposes of the utility ownership limitations under the Public Utility 
Regulatory Policies Act of 1978 ("PURPA.") Doswell Limited Partnership and Diamond Energy, 
Inc. , 56 FERC 1(61,170, 61,590 (1991). Accordingly, as of April 14, 2000, neither Enron Cotp. nor 
any of its affiliates is deemed to be an "electric utility holding company" for purposes of the 
ownership limitation under the Commission's regulations. 

In addition, Enron Corp. now is in the process of selling Portland General Electric ("PGE") 
to Sierra Pacific Resources. 13 Upon completion of the sale, neither Enron Corp. nor any of its 
affiliates will be a "holding company" under PUHCA, and thus neither Enron Corp. nor any of its 
affiliates will be an "electric utility holding company" under the Commission's regulations. 

Id. Signature of authorized individual evidencing accuracy and authenticity of 
information: 

JohA.k. Lamb 
Assistant General Counsel 
Enron Wind Corp. 


18 C.F.R. § 292.202(n) (1999). 

In the application filed in Docket No. ECOO-63-OOO on March 3, 2000 Enron Corp. and 
Sierra Pacific, et al. have sought approval of Enron Corp.'s proposed sale and Sierra Pacific's 
proposed acquisition of PGE under Section 203 of the FPA. 


- 5 - 
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2. Communications: 

Correspondence concerning this notice should be addressed to the following persons: 

John A. Lamb Stephen H. Friedlander 

Assistant General Counsel Enron Corp. 

Enron Wind Corp. 333 Clay Street 

444 South Flower Street Suite 2 1 00 

Suite 4545 Houston, TX 77002 

Los Angeles, CA 90071-2946 713-646-6525 

213-452-4884 

Adam Wenner 
The Willard Office Building 
Vinson & Elkins, L.L.P. 

1455 Pennsylvania Avenue, N.W 
Washington, D.C. 20004-1008 
202-639-6533 

with copies to: 

Michael L. Leighton 
Vice President 
ESI Sky River, Inc. 
c/o FPL Energy, LLC 
700 Universe Blvd. 

Juno Beach, FL 33408 
561-691-7159 

3a. Location of Facility: 

State: 

County: 

City or Town: 

Street Address: 

Mailing Address 

3b. Utility: 

See Prior Certifications. 

4a. Facility Components: 

See Prior Certifications. 


California 

Kem 

Tehachapi 

13000 Jameson Road, Tehachapi, California 93561 
P.O. Box 1910, Tehachapi, California 93561 


Edward F. Tancer 
Corporate Secretary 
ESI Sky River, Inc. 
c/o FPL Energy, LLC 
700 Universe Blvd. 
Juno Beach, FL 33408 
561-691-7087 


Clifford M. Naeve 

Skadden, Arps, Slate, Meagher & Flom LLP 
1440 New York Avenue, NW 
Washington, DC 20005 
202-371-7070 


- 6 - 
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4b. Power Production Capacity: 

See Prior Certifications. 

4c. Initial Operations: 

See Prior Certifications. 

4d. Primary Energy Input: 

See Prior Certifications. 

5. Average Annual Hourly Energy Inputs: 
See Prior Certifications. 

6. Additional Characteristics: 

None. 

7. Fossil Fuel Use: 

See Prior Certifications. 

8. Eligible Facility: 

See Prior Certifications. 


- 7 - 
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Exhibit A 

Victory Garden Phase IV Partnership 
(previous) 
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Exhibit B 

Victory Garden Phase IV Partnership 
(current) 
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QF 95-186 

Cabazon Power Partners LLC 




642 



Virison&Elkins 

ORIGINAL 


ATTORNEYS AT LAW 
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VINSON & ELKINS U.f 
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WRITER'S TELEPHONE 

TELEPHONE (202) 639-6SOO 

PAX (202) 639-4604 

FEOulAL I.KlRGY 

REGULATORY COMMISSION 

(202)639-6533 

November 30, 1998 

i 1 Committee oil Governmental Affairs 1 

N | EXHIBIT #A-14a | 


Hon. David P. Boergers 
Secretary 

Federal Energy Regulatory Commission 
888 First Street, NJE. 

Washington, D.C. 20426 

Re: Zond Cahazon_Pevelopment Corporation 

Docket No. QF95-136- 001 


Dear Mr. Boergers: 

Pursuant to section 292.207(a)(1) of the Commission's regulations, please find enclosed an 
original and fourteen copies of a "Notice of Self-Recertification of Qualifying Facility Status for 
Small Power Production Facility 1 ' relating to Zond Cabazon Development Corporation ("Zond 
Cabazon"). 

I appreciate your attention to this matter and would be pleased to answer any questions you 
may have. 


Sincerely, 

Adam Wenner 


<?t /AOA -b// V/ 

HOUSTON DAUAS WASHINGTON. D.C 



AUSTIN MOSCOW LONDON SINGAPORE 
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ORIGINAL 


UNITED STATES OF AMERICA 
BEFORE THE 

FEDERAL ENERGY REGULATORY COMMISSION 


uf'fic;; 


r , r "-ED 

Or -t i CCKcTARY 


20 MOV 30 2- 53 


Zond Cabazon Development Corporation 


) commPssioh 

) Docket No. OF95-186- V&H 

) 


NOTICE OF SELF-RECERTIFICATION OF 
QUALIFYING FACILITY STATUS FOR 
SMALL POWER PRODUCTION FACILITY 

Pursuant to section 292.207(a)(1) of the Commission's regulations, 1 ' Zond Cabazon 

Development Corporation ("Zond Cabazon”) hereby files a Notice of Self-Recertification that the 


wind energy facility described herein, subsequent to a change in upstream ownership, is a qualifying 
small power production facility ("Qualifying Facility" or "QF") under subpart B of part 292 of the 
Commission's regulations. 

FORM 556 
la. Name: 

The full name of Zond Cabazon is Zond Cabazon Development Corporation. The Docket 
number assigned to the immediately preceding submittal filed with the Commission in connection 
with the instant facility is QF95-1 86-000. Pursuant to a notice of self-certification dated December 
29, 1994, Zond Cabazon’s predecessor-in-interest, Cabazon Wind Developers, filed a notice of self- 
certification that the wind energy facility (the "Facility") then being developed by Cabazon Wind 
Developers would be a qualifying small power production facility ("Self-Certification"). The Self- 
Certification also stated that the Facility would be an "eligible . . . wind . . . facility," as defined in 


u 


18 C.F.R. § 292.207(a) (1997). 



Section 3(17)(E) of the Federal Power Act, as amended by the Solar, Wind, Waste, and Geothermal 
Power Production Incentives Act of 1990. 2 

Other than as described herein, none of the information contained in the Self-Certification 
has changed. Accordingly, except to the extent the information contained in the Self-Certification 
changes as described herein, Zond Cabazon incorporates by reference the Self-Certification with 
respect to this notice of Self-Recertification as a Qualifying Facility under section 292.207 of the 
Commission's regulations. 1 

Zond Cabazon submits this notice to inform the Commission of a change in the ownership 
of the Facility. Details of the ownership are described herein. 

lb. Full Address of Applicant 

Zond Cabazon Development Corporation 
1300 Jameson Road 
Tehachapi. California 93561 
(805) 822-6853 

lc. Ownership 

Zond Cabazon and The Nature Conservancy each have a 50 percent ownership interest in the 
Facility, within the meaning of 18 C.F.R. § 292.206. Cabazon Wind Developers, a joint venture 
consisting of Zond Cabazon and an entity controlled by an individual, initially planned to remove 
the older, obsolete wind turbines at the Facility site and replace such wind turbines with new, state- 
of-the-art wind turbines in connection with the development of the Facility. Subsequent to the filing 
of the Self-Certification, Zond Cabazon acquired a 100% interest in the venture, dissolved Cabazon 


2 Pub. L. 101-575, 104 Stat 2834 (1990), cMfi.sd.ai, 16 U.S.C. § 796<t7)(A). 
M8C.F.R. §292.207(1997). 
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Wind Developers, and caused the transfer of contract rights relating to the Facility to Zond Cabazon. 
On November 1 8, 1998, Zond Cabazon transferred a 50 percent interest in the Facility to The Nature 
Conservancy. 

Zond Cabazon is a California corporation. Zond Cabazon is a wholly-owned subsidiary of 
Enron Wind Development Corp., which is a wholly owned subsidiary of Enron Wind Corp. 
("EWC") (formerly Zond Corporation). EWC is a wholly owned subsidiary of Enron Renewable 
Energy Corp. ("EREC"). Enron Corp. (''Enron”) owns 78.33 percent of the outstanding stock of 
EREC. 1 Enron is an exempt public utility holding company under Section 3(a)(1) of PUHCA. 5 

The Nature Conservancy is a charitable organization dedicated to preserving habitats and 
species through purchases of lands and waters. The Nature Conservancy is not an electric utility, 
an electric utility holding company, or a subsidiary thereof; is not engaged in the generation or sale 
of electric power; and has no ownership or operating interest, within the meaning of section 292.206 
or Form 556, in any electric facilities other than qualifying cogeneration or small power production 
facilities, "eligible facilities” as "exempt wholesale generators” under Section 32(a) of PUHCA, or 
electric facilities as "foreign utility companies" under Section 33(a) of PUHCA. 


4 The remaining 2 1 .67% of EREC's stock is held by individuals and entities, none of whom 
or which owns 10 percent or more of EREC's stock or is in "electric utility" or an "electric utility 
holding company." None of these individuals or entities is engaged in the generation or sale of 
electric power or has any ownership or operating interest, within the meaning of section 292.206 and 
Form 556, 18 C.F.R. § 131.80, in any electric facilities other than qualifying cogeneration or small 
power production facilities; "eligible facilities" as exempt wholesale generators" under Section 32(a) 
of the Public utility Holding Company Act of 1935 ("PUHCA”), 15 U.S.C. § 79z-5a(a) (1994); or 
electric facilities as "foreign utility companies" under Section 33(a) of PUHCA, 15 U.S.C. § 79z- 
5b(a) (1994). 

5 15 U.S.C. §79c(a)(l) (1994). 
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Id. Authorized individual evidencing accuracy of information: 



' Senior Vice President and General Counsel 
Enron Wind Corp. 


2. Communications: 


Correspondence concerning this application should be addressed to the following persons: 


Adam S. Umanoff 

Senior Vice President and General Counsel 
Enron Wind Corp. 

444 S. Flower Street 

Los Angeles, CA 90071-2946 

(213) 452-4881 


Adam Wenner 
Vinson & Elkins, L.L.P. 

The Willard Office Building 
1 455 Pennsylvania Avenue, N. W. 
Washington, D.C. 20004-1008 
(202) 639-6696 
Counsel to Enron Wind Corp. 


3a. Location of Facility: 


State: 

County: 

City or Town: 
Street Address: 
Mailing Address: 


California 

Riverside 

Cabazon 

None 

None 


3b. Utility: 

Southern California Edison Company 


4a. Facility Components: 


See Prior Certifications. 


4b. Power Production Capacity: 

The power production capacity of the Facility is approximately 39.75 MW. 

4c. Initial Operations: 


- 4 - 
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The Facility was placed in service in 1985 and removed from service in 1997. ZondCabazon 
is in the process of installing new state-of-the-art wind turbines at the Facility site. Commercial 
operation is expected to take place in early 1999. 

4d. Primary Energy Input: 

See Prior Certifications. 

5. Average Annual Hourly Energy Inputs: 

Not applicable. 

6. Additional Characteristics: 

None. 

7. Fossil Fuel Use: 

Not applicable. 

8. Eligible Facility: 

The Facility is an eligible wind facility under Section 3(17)(E) of the Federal Power Act 


&Mota\Wcrd\Cab*zai'jwxTt.2cd 
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CERTIFICATE OF SERVICE 

Thereby certify that I have served, by first-class mail, postage prepaid, a copy of the 
foregoing document upon all parties on the official service lists compiled by the Secretary of the 
Federal Energy Regulatory -Commission in-these-proceedings. Pursuant to section 292.207(a)(ii) of 
the Commission's regulations, I have also served the foregoing document on Southern California 


Edison Company and the California Public Utilities Commission. 
Dated at Washington, D.C. this day of November, 1998. 



Adam Wenner 

Attorney for Zond Cabazon Development Corporation 


E:\jchn\Word\Caba20nVfecert.ad 
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WRITER'S TELEPHONE 
(202) 639-45W 


Vmsm&EUdns 

ATTORNEYS AT LAW 

VINSON & ELKINS LLP 
THE WILLARD OFFICE &UILDING 
MSS PENNSYLVANIA AVE. N.W. 
WASHINGTON. D.C. 20004-1001 
TELEPHONE (202) 439-4500 
FAX (202) 43S-6404 


January 7, 1 999 


Hon. David P. Boergers 
Secretary 

Federal Energy Regulatory Commission 
888 First Street, N.E. 

Washington, D.C. 20426 


ORIGINAL 


Turn 

•OffiCt JH IMF SFCRETARY 


?9JiN-7 PH L 06 

FF0 l-\AL 
REGUL'* '0; f 
C0M!-n?^ins 


I Committee on Governmental Affairs 

j 


Re: Cabazon Power Partners I.I.C 

Docket No. QF95-1 86 -C>03 

Dear Mr. Boergers: 

Pursuant to section 292.207(aXl) of the Commission's regulations, please find enclosed an 
original and fourteen copies of a "Notice of Self-Recertification of Qualifying Facility Status for 
Small Power Production Facility" relating to CabazbifPower Partners LLC. 


I appreciate your attention to this matter and would be pleased to answer any questions you 
may have. 


Sincerely, 



Attorney for Cabazon Power Partners LLC 



o [°[0(ll~bV3l~l 



JAN -7'W 


HOUSTON OALLAS WASHINGTON. D.C. AUSTIN MOSCOW LONDON SINGAPORE 
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UNITED STATES OF AMERICA f 'CL uF I HE SECRETARY 

BEFORE THE t cm I nc 

FEDERAL ENERGY REGULATORY COM»HSSlON 4 ‘ Ub 

FEDERAL ENERGY 
) REGULAi uEY 

Cabazon Power Partners LLC ) Docket No. QF95CQWMISS I DN 

) 

NOTICE OF SELF-RECERTIFICATION OF 
QUALIFYING FACILITY STATUS FOR 
SMALL POWER PRODUCTION FACILITY 

Pursuant to section 292.207(aXl) of the Commission's regulations, 1 Cabazon Power Partners 
LLC ("Cabazon Power Partners”) hereby files a Notice of Self-Recertification that the wind energy 
facility described herein, subsequent to a change in upstream ownership, is a qualifying small power 
production facility ("Qualifying Facility" or "QF") under subpart B of part 292 of the Commission's 
regulations. 

FORM 556 
la. Name: 

The full name of Cabazon Power Partners is Cabazon Power Partners LLC. The Docket 
number assigned to the immediately preceding submittal filed with the Commission in connection 
with the instant facility is QF95-186-001. On December 29, 1994, Cabazon Power Partners' 
predecessor-in-interest, Cabazon Wind Developers, filed a notice of self-certification that the wind 
energy facility (the "Facility") then being developed by Cabazon Wind Developers would be a 
qualifying small power production fecility ("Self-Certification"). The Self-Certification also stated 
that the Facility would be an "eligible . . . wind . . . facility," as defined in Section 3(17)(E) of the 


‘18 C.F.R. § 292.207(a) (1997). 
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Federal Power Act, as-araended- by the Solar, -Wind, Waste, -and Geothermal Power Production 
-Incentives Act of 19901 

Cabazon Wind Developers was a joint venture consisting of Zond Cabazon Development 
Corporation ("Zond Cabazon") and an entity controlled by an individual. On November 30, 1 998, 
Zond Cabazon filed a notice of self-receitification stating that Zond Cabazon had acquired a 1 00% 
interest in the venture ("Self-Recertification"). The Self-Recertification also stated that Zond 
Cabazon and The Nature Conservancy each have a 50 percent ownership interest in the Facility, 
within the meaning of 18 C.F.R. § 292.206. 

Other than as described herein, none of the information contained in the Self-Certification 
and the Self-Recertification (collectively, the "Prior Certifications") has changed. Accordingly, 
except to the extent the information contained in the Prior Certifications changes as described herein, 
Cabazon Power Partners incorporates by reference the Prior Certifications with respect to this notice 
of Self-Recertification as a Qualifying Facility under section 292.207 of the Commission's 
regulations! 

Cabazon Power Partners submits this notice to inform the Commission of a change in the 
ownership of the Facility. Details of the change are described herein. 

lb. Full Address of Applicant 

Cabazon Power Partners LLC 

1300 Jameson Road 

Tehachapi, California 93561 

(805) 822-6853 


2 Pub. L. 101-575, 104 Stat. 2834 (1990), codified at 16 U.S.C. § 796(1 7)(A). 
3 18 C.F.R. § 292.207 (1997). 


- 2 - 
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lc. Ownership 

The ownership of the Facility remains as described in the Self-Recertification except that, 
in December 1998, Zond Cabazon merged with its affiliate Cabazon Power Partners as part of a 
corporate reorganization. Cabazon Power Partners is the surviving entity. Thus, following the 
merger, Cabazon Power Partners and The Nature Conservancy each have a 50 percent ownership 
interest in the Facility within the meaning of 18 C.F.R. § 292.206. 

Cabazon Power Partners is a Delaware limited liability company that is a wholly-owned 
subsidiary of Enron Wind Cabazon LLC. Enron Wind Cabazon LLC is a wholly-owned subsidiary 
of Enron Wind Development Corp., which is a wholly-owned subsidiary of Enron Wind Domestic 
Holding Corp. ("EWDHC"). EWDHC is a wholly-owned subsidiary of Enron Wind Corp., which 
is wholly-owned by Enron Renewable Energy Corp. ("EREC"). Enron Corp. ("Enron") owns 78.33 
percent of the outstanding stock of EREC.* Enron is an exempt public utility holding company under 
Section 3(a)(1) of PUHCA. 5 


*The remaining 21.67 percent of EREC's stock is held by individuals and entities, none of 
whom or which owns 1 0 percent or more of EREC stock or is an electric utility, an electric utility 
holding company, or a subsidiary thereof; is engaged in the generation or sale of electric power; or 
has any ownership or operating interest, within the meaning of section 292:206 and Form 556, 18 
C.F.R. § 131.80, in any electric facilities other than qualifying cogeneration or small power 
production facilities, "eligible facilities" as exempt wholesale generators" under Section 32(a) of the 
Public utility Holding Company Act of 1935 ("PUHCA”), 15 U.S.C. § 79z-5a(a) (1994), or electric 
facilities as "foreign utility companies” under Section 33(a) of PUHCA, 15 U.S.C. § 79z-5b(a) 
(1994). 


J 15 U.S.C. § 79c(a)(l) (1994). 


- 3 - 
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— Id. — Authorizedindividual evidencing accuracy of information: 


Ak 

l- Sl. 


Adam S. Umanoff / 



Senior Vice President and General Counsel 
Enron Wind Corp. 

2. Communications: 

Correspondence concerning this application should be addressed to the following persons: 
Adam S. Umanoff 

Senior Vice President and General Counsel 
Enron Wind Corp. 

444 S. Flower Street 
Los Angeles, CA 90071-2946 
(213) 452-4881 


3a. Location of Facility: 

State: 

County: 

City or Town: 

Street Address: 

Mailing Address 

3b. Utility: 

Southern California Edison Company 
4a. Facility Components: 

See Prior Certifications. 

4b. Power Production Capacity: 

The power production capacity of the Facility is approximately 39.75 MW. 


California 

Riverside 

Cabazon 

None 

None 


Adam Wenner 
Vinson & Elkins, L.L.P. 

The Willard Office Building 
1455 Pennsylvania Avenue, N.W. 
Washington, D.C. 20004-1008 
(202) 639-6696 
Counsel to Enron Wind Corp. 


- 4 - 
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4c. Initial Operations: 

The Facility wasplaced hr service inl985and removed fromservicein 1997. Zond Cabazon 
is in the process of installing new equipment at the Facility site. Commercial operation is expected 
to take place in early 1999. 

4d. Primary Energy Input: 

See Prior Certifications. 

5. Average Annual Hourly Energy Inputs: 

Not applicable. 

6. Additional Characteristics: 

None. 

7. Fossil Fuel Use: 

Not applicable. 

8. Eligible Facility: 

The Facility is an eligible wind facility under Section 3(17)(E) of the Federal Power Act 


- 5 - 



655 


CERTIFICATE OF SERVICE 

Thereby certify that I have served, by first-class mail, postage prepaid, a copy of the 
foregoing document upon all parties on the official service lists compiled by the Secretary of the 
"Federal Energy Regulatory Commission in these proceedings. Pursuant to section 292.207(a)(ii) of 
the Commission's regulations, I have also served the foregoing document on Southern California 
Edison Company and the California Public Utilities Commission. 

Dated at Washington, D.C. this 7th day of January, 1999. 


aTST Decker 

imey for Cabazon Power Partners LLC 


F:UDI251\ENRIOM900mCABAZON'RECSRT.CP? 
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ViiTson&ELklns 

ATTORNEYS AT LAW 



WRITER'S TELEPHONE 
(202) 639-6599 


VINSON A ELKINS U_P 
THE WlUARO OFFICE BUILDING 
USS PENNSYLVANIA AV€.. N.W. 
WASHINGTON. D.C. 20004-1001 
TELEPHONE (202) 43F-4SOO 
FAX (202) 439-440+ 


Committee on Governmental Affairs 

EXHIBIT #A-14c 


January 8, 1999 


Hon. David P. Boergers 
Secretary 

Federal Energy Regulatory Commission 
888 First Street, N.E. 

Washington. D.C. 20426 

Re: Cabazon Power Partners T.TL 

Docket No. QF95-186-O0'f 




ZfJ 

m 



o 


.O 
. o 



CO 

“O 


4T" 


Dear Mr. Boergers: 

Pursuant to section 292.207(a)(1) of the Commission’s regulations, please find enclosed an 
original and fourteen copies of a "Notice of Self-Recertification of Qualifying Facility Status for 
Small Power Production Facility" relating to Cabazon Power Partners LLC. 

I appreciate your attention to this matter and would be pleased to answer any questions you 
may have. 


Sincerely, 

John S. Decker 

Attorney for Cabazon Power Partners LLC 




JERC DOCKETED 

JAN -81999 


HOUSTON OALLAS WASHINGTON. D.C AUSTIN MOSCOW LONDON SINGAPORE 
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UNITED STATES OF AMERICA 
BEFORE THE 

FEDERAL ENERGY REGULATORY COMMISSION 

) 

Cabazon Power Partners LLC ) Docket No. QF95-I86- 

) 

NOTICE OF SELF-RECERTIFICATION OF 
QUALIFYING FACILITY STATUS FOR 
SMALL POWER PRODUCTION FACILITY 

Pursuant to section 292.207(a)(1) of the Commission's regulations, 1 Cabazon Power Partners 
LLC ("Cabazon Power Partners") hereby files a Notice of Self-Recertification that the wind energy 
facility described herein, subsequent to a change in upstream ownership, is a qualifying small power 
production facility ("Qualifying Facility” or "QF") under subpart B of part 292 of the Commission’s 
regulations. 

FORM SS6 
la. Name: 

The full name of Cabazon Power Partners is Cabazon Power Partners LLC. The Docket 
number assigned to the immediately preceding submittal filed with the Commission in connection 
with the instant facility is QF95- 186-002. On December 29, 1994, Cabazon Power Partners’ 
predecessor-in-interest, Cabazon Wind Developers, filed a notice of self-certification that the wind 
energy facility (the "Facility") then being developed by Cabazon Wind Developers would be a 
qualifying small power production facility ("Self-Certification"). The Self-Certification also stated 
that the Facility would be an "eligible . . . wind . . . facility," as defined in Section 3(17)(E) of the 


18 C.F.R. § 292.207(a) (1997). 
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Federal Power Act, as amended by the Solar, Wind, Waste, and Geothermal Power Production 
Incentives Act of 1 990. 2 3 

Cabazon Wind Developers was a joint venture consisting of Zond Cabazon Development 
Corporation ("Zond Cabazon") and an entity controlled by an individual. On November 30, 1998, 
Zond Cabazon filed a notice of self-recertification stating that Zond Cabazon had acquired a 100% 
interest in the venture ("First Self-Recertification"). The Self-Recertification also stated that Zond 
Cabazon and The Nature Conservancy each have a 50 percent ownership interest in the Facility, 
within the meaning of 18 C.F.R. § 292.206. 

On January 7, 1 999, Cabazon Power Partners filed a notice of self-recertification stating that 
Zond Cabazon had merged with its affiliate Cabazon Power Partners, with Cabazon Power Partners 
being the surviving entity ("Second Self-Recertification"). 

Other than as described herein, none of the information contained in the Self-Certification, 
the First Self-Recertification and the Second Self-Recertification (collectively, the "Prior 
Certifications") has changed. Accordingly, except to the extent the information contained in the 
Prior Certifications changes as described herein, Cabazon Power Partners incorporates by reference 
the Prior Certifications with respect to this notice of Self-Recertification as a Qualifying Facility 
under section 292.207 of the Commission's regulations. 1 

Cabazon Power Partners submits this notice to reflect a change in the ownership of the 
Facility as described below. 


2 Pub. L. 101-575, 104 Stat. 2834 (1990), codified at 16 U.S.C. § 796(17)(A). 

3 18C.F.R. §292.207(1997). 
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lb. Full Address of Applicant 

Cabazon Power Partners LLC 
13000 Jameson Road 
Tehachapi, California 93561 
(805) 822-6853 

lc. Ownership 

Cabazon Power Partners, a Delaware limited liability company, owns the Facility. Enron 
Wind Cabazon LLC ("Enron Wind Cabazon") owns a 1 percent managing member interest in 
Cabazon Power Partners; Enron Wind Cabazon Funding LLC f'EWCF") owns a 39 percent non- 
managing member interest, and VIFWI, Inc. owns a 60 percent non-managing member interest in 
Cabazon Power Partners. Each of Enron Wind Cabazon, a Delaware limited liability company, and 
EWCF, a Delaware limited liability company, is a wholly-owned subsidiary of Enron Wind 
Development Corp., which is a wholly-owned subsidiary of Enron Wind Domestic Holding Corp. 
O'EWDHC"). EWDHC is a wholly-owned subsidiary of Enron Wind Corp., which is wholly owned 
by Enron Renewable Energy Corp. ("EREC”). Enron Corp. ("Enron") owns 78.33 percent of the 
outstanding - stock of EREC. 4 Enron is an exempt public utility holding company under Section 
3(a)(1) of PUHCA. 5 


“The remaining 21.67% of EREC's stock is held by individuals and entities, none of whom 
or which owns 1 0 percent or more of EREC's stock or is in "electric utility" or an "electric utility 
holding company." None of these individuals or entities is an electric utility, an electric utility 
holding company, or a subsidiary thereof; is engaged in the generation or sale of electric power; or 
has any ownership or operating interest, within the meaning of section 292.206 and Form 556, 1 8 
C.F.R. § 131.80, in any electric facilities other than qualifying cogeneration or small power 
production facilities, "eligible facilities" as exempt wholesale generators" under Section 32(a) of die 
Public utility Holding Company Act of 1935 ("PUHCA"), 15 U.S.C. § 79z-5a(a) (1994), or electric 
facilities as "foreign utility companies" under Section 33(a) of PUHCA, 15 U.S.C. § 79z-5b(a) 
(1994). 


15 U.S.C. §79c(a)(l) (1994). 
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VIFWl, Inc,, a Delaware corporation, is owned by an individual Neither VIFW1, Inc. nor 
its owner is an electric utility, an electric utility holding company, or a subsidiary thereof; is engaged 
in the generation or sale of electric power; or has any ownership or operating interest, within the 
meaning of section 292.206 and Form 556, 18 C.F.R. § 131.80, in any electric facilities other than 
qualifying cogeneration or small power production facilities, "eligible facilities" as exempt wholesale 
generators" under Section 32(a) of the Public utility Holding Company Act of 1 935 ("PUHCA"), 1 5 
U.S.C. § 79z-5a(a) (1 994), or electric facilities as "foreign utility companies" under Section 33(a) 
of PUHCA, 15 U.S.C. § 79z-5b(a) (1994). 

Id. Authorized individual evidencing accuracy of information: 


— — Si • 


Adam S. Umanoff 



Senior Vice President and General Counsel 
Enron Wind Corp. 

2. Communications: 

Correspondence concerning this application should be addressed to the following persons: 

Adam S. Umanoff Adam Wenner 

Senior Vice President and General Counsel Vinson & Elkins, L.L.P. 

Enron Wind Corp. The Willard Office Building 

444 S. Flower Street 1455 Pennsylvania Avenue, N.W. 

Los Angeles, CA 90071-2946 Washington, D.C. 20004-1008 

(213)452-4881 (202)639-6696 

Counsel to Enron Wind Corp. 


- 4 - 
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3a. Location of Facility: 

State: California 

County: Riverside 

City or Town: Cabazon 

Street Address: None 

Mailing Address: None 

3b. Utility: 

Southern California Edison Company 
4a. Facility Components: 

See Prior Certifications, 

4b. Power Production Capacity: 

The power production capacity of the Facility is approximately 39.75 MW. 

4c, Initial Operations: 

The Facility was placed in service in 1985 and removed from service in 1997. Cabazon 
Power Partners is in the process of installing new equipment at the Facility site. Commercial 
operation is expected to take place in early 1999. 

4d. Primary Energy Input: 

See Prior Certifications. 

5. Average Annual Hourly Energy Inputs: 

Not applicable. 

6. Additional Characteristics: 

None. 

7. Fossil Fuel Use: 

Not applicable. 


- 5 - 
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8. Eligible Facility: 

The Facility is an eligible wind facility under Section 3(17)(E) of the Federal Power Act. 


F:\JD1 25 I\ENR ] 00\89000\CABAZON\RECERT.RJS 



663 


CERTIFICATE OF SERVICE 

Thereby certify that I have served, by first-class mail, postage prepaid, a copy of the 
foregoing document upon all parties on the official service lists compiled by the Secretary of the 
Federal Energy Regulatory Commission in these proceedings. Pursuant to section 292.207(a)(ii) of 
the Commission's regulations, I have also served the foregoing document on Southern California 
Edison Company and the California Public Utilities Commission. 

Dated at Washington, D.C. this 8th day of January, 1999. 




John S. Decker 

Attorney for Cabazon Power Partners LLC 


F:\roi251\ENRI00\S9000\CABAZONWECERT-RJS 
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Vinson&Gkins 

ATTORNEYS AT U.W 
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VIHSON 4 ELKINS L.L.P. 

THE WILLARD OFFICE S'JILOIMC 
1455 PENNSYLVANIA AVE.. N W 

WASH I N OTON, D.C. 20004-1008 

TELEPHONE (202) 639-4500 
FAX [202) 439-4604 


ORIGINAL 


January '24, 2001 


Committee on Governmental Affairs 

EXHIBIT #A-14(1 


David P. Boergers, Secretary 
Federal Energy Regulatory Commission 
888 First Street, N.E. 

Washington, D.C. 20426 

Re: Cabazon Power Partners LLC/ 

Docket No. QF95- 1 86~004>/ 

Dear Mr. Boergers: 

Pursuant to section 292.207(a)(1) of the Commission’s regulations, please find enclosed 
an original and fourteen copies of a “Notice of Self-Recertification of Qualifying Facility Status 
for Small Power Production Facility” relating to Cabazon Power Partners LLC. 

Please contact me if you have any questions about this Notice. 




Attorney for Cabazon Power Partners LLC 



cc: Southern California Edison Company 

California Public Utilities Commission 


DlO(a<p-b 2,33 ' ^ 

WASHINGTON, D.C. AUSTIN BEIJING DALLAS HOUSTON 
SINGAPORE 
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UNITED STATES OF AMERICA 

BEFORE THE 01 Ml £!, 

FEDERAL ENERGY REGULATORY COMMISSION 


Cabazon Power Partners LLC 


) REGUli >. , 

) Docket No. QF95-1 86-004/ 

) 


PH 52 

1 ktUH 


NOTICE OF SELF-RECERTIFICATION OF 
QUALIFYING FACILITY STATUS FOR 
SMALL POWER PRODUCTION FACILITY 


Pursuant to section 292.207(a)(1) of the Commission's regulations, 1 Cabazon Power 
Partners LLC (“Cabazon Power Partners") hereby files 2 Notice of Seif-Recertification that the 
39.75 megawatt wind energy facility described herein (the "Facility’'), subsequent to a change in 
upstream ownership, is a qualifying small power production facility (“Qualifying Facility" or 
“QF") under subpart B of part 292 of the Commission's regulations. 


FORM 556 

PART A - GENERAL INFORMATION 
la. Name: 

The full name of Cabazon Power Partners is Cabazon Power Partners LLC. The Docket 
number assigned to the immediately preceding submittal filed with the Commission in 
connection with the instant facility is QF95-1 86-003. 

Other than as described herein, none of the information contained in prior certifications 
("Prior Certifications") has changed. Accordingly, except to the extent the information contained 
in such Prior Certifications changes as described herein, Cabazon Power Partners incorporates by 


! 8 C.F.R. § 292.207(a) { 1 997). 
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reference the Prior Certifications with respect to this notice of Seif-Recertification as a 
Qualifying Facility under section 292.207 of the Commission's regulations. 1 

Cabazon Power Partners submits this notice to reflect a change in the upstream 
ownership of the Facility, as described below. 

lb. Full Address of Applicant 

Cabazon Power Partners LLC 
1 3000 Jameson Road 
Tehachapi, California 93561 
(805) 822-6835 

tc. Ownership 

Cabazon Power Partners, a Delaware limited liability company, owns the Facility. 

As of December 29. 2000, Cabazon Holdings LLC owns a 100 percent interest in 
Cabazon Power Partners. Enron Wind Cabazon LLC ("Enron Wind Cabazon") owns a 1 percent 
interest and Enron Wind Cabazon Funding LLC (“EWCF") owns a 99 percent interest in 
Cabazon Holdings LLC. Each of Enron Wind Cabazon and EWCF is a wholly-owned 
subsidiary of Enron Wind Development Corp., which is a wholly-owned subsidiary of Enron 
Wind Domestic Holding Corp. (“EWDHC"). EWDHC is a wholly-owned subsidiary of Enron 
Wind Corp., which is wholly owned by Enron Renewable Energy Corp. (“EREC”). EREC is a 
wholly-owned subsidiary of Smith Street Land Company, which is a wholly-owned subsidiary of 
Enron Corp. (“Enron”). Enron is an Oregon corporation with its principal place of business in 
Houston, Texas. There are no owners holding 10 percent or more of the common stock of 


1 18 C.F.R. §292.207(1997). 
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Enron. No electric utility, electric utility holding company, or person owned by either has any 
ownership interest in the Facility. 

On April 14, 2000, Enron filed an application with the Securities and Exchange 
Commission for an exemption under Section 3(a)(3) or, in the alternative. Section 3(a)(5) of the 
Public Utility Holding Company Act of 1935 (“PUHCA”), 15 U.S.C. § 79c(a)(l) (1994). Under 
the Commission regulations, “... a cogeneration or small power production facility shall be 
considered to be owned by a person primarily engaged in the generation or sale of electric 
power, if more than 50 percent of the equity interest in the facility is held by an electric utility or 
utilities, or by an electric utility holding company, or companies, or any combination thereof.” J 
The Commission’s regulations further provide that “electric utility holding company" “does not 
include any holding company which is exempt by rule or order adopted or issued pursuant to 
sections 3(a)(3) or 3(a)(5) of [PUHCA].” 4 The Commission has determined that, upon the filing 
of a “good faith” application for exemption under Section 3(aX3) or Section 3(a)(5) of PUHCA, 
an applicant is not considered an “electric utility holding company” under the QF ownership test 
of the Commission’s Regulations for purposes of the utility ownership limitations under the 
Public Utility Regulatory Policies Act of 1978 (“PURPA”). Doswell Limited Partnership and 
Diamond F.nergy. Inc. , 56 FERC 1[61,170, a: p 61,590 (1991) Accordingly, as of April !4. 
2000, Enron is deemed not to be an “electric utility holding company" for purposes of the 
ownership limitation under the Commission's regulations. 


’ 1 8 C.F.R. §292.206(b) (2000). 
‘ 18 C.F.R. § 292J02(n) (2000). 
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On November 24, 2000, the Commission approved Siena Pacific Resources’ acquisition 
and Enron's divestment of Portland General Electric Company, a public utility in the State of 
Oregon. 5 

As a result, no owner of Cabazon Power Partners is an electric utility, an electric utility 
holding company, or a subsidiary thereof. None of Enron or any upstream owner of Cabazon 
Power Partners is an electric utility or an electric utility holding company, or a person owned by 
either, and none of these entities is engaged in the generation or sale of electric power; or has any 
ownership or operating interest, within the meaning of Section 292.206 and Form 556, in any 
electric facilities other than qualifying cogeneration or small power production facilities, 
“eligible facilities” as “exempt wholesale generators" under Section 32(a) of PUHCA, or electric 
facilities as “foreign utility companies" under Section 33(a) of PUHCA, 15 U.S.C. § 79z-5b{l). 
Consequently, the Facility satisfies the requirements of Section 292.206(b) of the Commission’s 
regulations. 


Zond Maintenance Corporation is the operator of the Facility. Zond Maintenance 
Corporation is an indirect, wholly owned subsidiary of Enron Wind Corp. 


Id. Authorized individual evidencing accuracy of information: 



John AvjLarab 
Assistant General Counsel 
Enron Wind Corp. 


1 Sierra Pacific Power Co.. Nevada Power Co., and Portland General Eire:. Ca . 93 FERC 5 6 1 .2 [ 7 (2000), reh'g 
pending. 
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2. Communications: 

Correspondence concerning this Notice of Self-Recertification should be addressed to the 
following persons: 

John A. Lamb 
Assistant General Counsel 
Enron Wind Corp, 

444 S. Flower Street 
Los Angeles, CA 90071-2946 
(213) 452-4884 


3a. Location of Facility: 

State: California 

County: Riverside 

City or Town: Cabazon 

Street Address: None 

Mailing Address: None 

3b. Utility: 

Southern California Edison Company 
4a. Facility Components: 

See Prior Certifications. 

4b. Power Production Capacity: 

See Prior Certifications. 

4s. Initial Operations: 

The Facility was placed in service in 1985 and removed from service in 1997. Cabazon 
Power Partners installed new equipment at the Facility site, and commercial operation 
commenced in December 1998. 

4d. Primary Energy Input: 

See Prior Certifications. 


Adam Wenner 
Donna J. Bobbish 
Vinson & Elkins, Li.P. 

1455 Pennsylvania Avenue, N.W. 
Washington, D.C. 20004-1008 
(202) 639-6500 


5 
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5. Average Annual Hourly Energy Inputs: 

Not applicable. 

6. Additional Characteristics: 

None. 

P ART B - DESCRIPTION OF THE SMALL POWER PRODUCTION FACILITY 

7. Fossil Fuel Use: 

Not applicable. 

S. Eligible Facility: 

See Prior Certifications. 


6 



CERTIFICATE OF SERVICE 

Pursuant to Rule 2010 of the Commission's Rules of Practice and Procedure, 1 8 C.F.R, 
§385 2010 (2000), 1 hereby certify that I have served a copy of the foregoing document upon 
each person designated on the official service list compiled by the Secretary in this proceeding. 
Pursuant to section 292.207{a)(ii) of the Commission's Regulations, 18 C.F.R. §292.207 (2000), 
1 also have served the foregoing document on Southern California Edison Company and the 
California Public Utilities Commission. 


Dated at Washington, D.C. this 24th day of January, 2001. 



a J. Bobbish 


Q 


Vinson & Elkins L.L.P. 

1455 Pennsylvania Ave„ N.W. 
Washington, D.C. 20004-1008 
(202)639-6618 


Attorney for Cabazon Power Partners LLC 
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Vinson &Elkins 

ATTORNEYS AT LAW 

VINSON & ELKINS l.L.P. 

THE WILLARD OFFICE BUILDING 
1 455 PENNSYLVANIA AVE . N W. 
WASHINOTON, D.C. 20004-1008 
TELEPHONE (302) 63P-6500 
, FAX (202) 639-6 604 



Committee on Governmental Affairs 

EXHIBIT #A-15 



January 24, 2001 


David P. Boergers, Secretary 
Federal Energy Regulatory Commission 
Docket Room I A 


888 First Street, N.E. 
Washington, D.C. 20426 


Re: 


Victory Garden Power P; 


Docket No. QF99-92-001 


t LLC 


Dear Mr. Boergers: 


Enclosed for filing are an original and 14 copies of the “Notice of Self-Recertification of 
Qualifying Facility Status for Small Power Production Facility” of Victory Garden Power 
Partners I LLC (“Victory Garden I”). 

Please contact me if you have any questions about this Notice. 


Sincerely, 





Donna J. Bobbish 

Attorney for Victory Garden Power Partners I, LLC 


cc: Southern California Edison Company 

California Public Utilities Commission 


0m(cO5H\ 

WASHINGTON, D.C. AUSTIN BEIJING DALLAS 
SINGAPORE 


<d 



HOUSTON LONDON MOSCOW NEW YORK 
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UNITED STATES OF AMERICA 
BEFORE THE 

FEDERAL ENERGY REGULATORY COMMISSION 

) 

Victory Garden Power Partners I LLC ) Docket No. QF99-92-00I 

) 

NOTICE OF SELF-RECERTIFICATION OF 
QUALIFYING FACILITY STATUS FOR 
SMALL POWER PRODUCTION FACILITY 


Pursuant to section 292.207(a)(1) of the Commission’s regulations, 1 Victory Garden 


Power Partners I LLC (“Victory Garden I “) hereby files a Notice of Self-Recertification that the 


6.75 megawatt wind energy facility described herein (“Facility”) is a qualifying small power 
production facility (“Qualifying Facility” or “QF”) under subpart B of part 292 of the 
Commission’s regulations. 


FORM 556 

PART A - GENERAL INFORMATION 
la. Name: 

The full name of Victory Garden I is Victory Garden Power Partners I LLC. The Docket 
number assigned to the immediately preceding submittal filed with the Commission in 
connection with the instant facility is QF99-92-000. 

Other than as described herein, none of the information contained in the prior 
certification ("Prior Certification") has changed. Accordingly, except to the extent the 
information contained in such Prior Certification changes as described herein. Victory Garden I 


18 C.F.R. § 292.207(a) (1998). 
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incorporates by reference the Prior Certification with respect to this notice of Self-Recertification 
as a Qualifying Facility under section 292.207 of the Commission’s regulations. 2 

Victory Garden I submits this notice to reflect a change in the upstream ownership of the 
Facility, as described below. 

lb. Full Address of Applicant 

Victory Garden Power Partners I LLC 
13000 Jameson Road 
Tehachapi, California 93561 
(805) 823-6733 

lc. Ownership 

Victory Garden I, a Delaware limited liability company, owns the Facility. 

As of December 29, 2000, Enron Wind Development Corp. (“Enron Wind Dev. Corp.”) 
owns a 100 percent interest in Victory Garden 1. Enron Wind Dev. Corp., a California 
corporation, is a wholly-owned subsidiary of Enron Wind Domestic Holding Corp. (“EWDHC”). 
EWDHC is a wholly-owned subsidiary of Enron Wind Corp., which is wholly owned by Enron 
Renewable Energy Corp. (“EREC”). EREC is a wholly-owned subsidiary of Smith Street Land 
Company, which is a wholly-owned subsidiary of Enron Corp. (“Enron”) Enron is an Oregon 
corporation with its principal place of business in Houston, Texas. There are no owners holding 
10 percent or more of the common stock of Enron. No electric utility, electric utility holding 
company, or person owned by either has any ownership interest in the Facility. 

On April 14, 2000, Enron filed an application with the Securities and Exchange 
Commission for an exemption under Section 3(aX3) or, in the alternative. Section 3(a)(5) of the 

2 18 C.F.R. §292.207(1997). 


2 
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Public Utility Holding Company Act of 1935 (“PUHCA”), 15 U.S.C. § 79c(a)(l) (1994). Under 
the Commission regulations, a cogeneration or small power production facility shall be 
considered to be owned by a person primarily engaged in the generation or sale of electric 
power, if more than 50 percent of the equity interest in the facility is held by an electric utility or 
utilities, or by an electric utility holding company, or companies, or any combination thereof.” 3 
The Commission’s regulations further provide that “electric utility holding company” “does not 
include any holding company which is exempt by rule or order adopted or issued pursuant to 
sections 3(a)(3) or 3(a)(5) of [PUHCA].” 4 The Commission has determined that, upon the filing 
of a “good faith” application for exemption under Section 3(a)(3) or Section 3(a)(5) of PUHCA, 
an applicant is not considered an “electric utility holding company” under the QF ownership test 
of the Commission's Regulations for purposes of the utility ownership limitations under the 
Public Utility Regulatory Policies Act of 1978 (“PURPA”). Doswell Limited Partnership and 
Diamond Energy, Inc. . 56 FERC H 61,170, at p. 61,590 (1991). Accordingly, as of April 14, 
2000, Enron is deemed not to be an “electric utility holding company” for purposes of the 
ownership limitation under the Commission’s regulations. 

On November 24, 2000, the Commission approved Sierra Pacific Resources' acquisition 
and Enron's divestment of Portland General Electric Company, a public utility in the State of 
Oregon. 5 


3 18 C.F.R. § 292.206(b) (2000). 

4 1 8 C.F.R. § 292202(n) (2000). 

5 Sierra Pacific Power Co.. Nevada Power Co., and Portland General Elec. Co. . 93 FERC f 61,217 (2000), reh'g 
pending. 


3 
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As a result, no owner of Victory Garden Iis an electric utility, an electric utility holding 
company, or a subsidiary thereof. None of Enron or any upstream owner of Victory Garden I is 
an electric utility or an electric utility holding company, or a person owned by either, and none of 
these entities is engaged in the generation or sale of electric power; or has any ownership or 
operating interest, within the meaning of Section 292.206 and Form 556, in any electric facilities 
other than qualifying cogeneration or small power production facilities, “eligible facilities” as 
“exempt wholesale generators” under Section 32(a) of PUHCA, or electric facilities as “foreign 
utility companies” under Section 33(a) of PUHCA, 15 U.S.C. § 79z-5b(l). Consequently, the 
Facility satisfies the requirements of Section 292.206(b) of the Commission’s regulations. 

Zond Maintenance Corporation is the operator of the Facility. Zond Maintenance 
Corporation is an indirect, wholly owned subsidiary of Enron Wind Corp. 


Id. Authorized individual evidencing accuracy of information: 


John Ar Lamb 
Assistant General Counsel 
Enron Wind Corp. 


2. Communications: 


Correspondence concerning this Notice of Self-Recertification should be addressed to the 
following persons: 


John A. Lamb 
Assistant General Counsel 
Enron Wind Corp. 

444 S. Flower Street 

Los Angeles, CA 90071-2946 

(213)4524884 


Adam Wenner 
Donna J. Bobbish 
Vinson & Elkins, L.L.P. 

1455 Pennsylvania Avenue, N.W. 
Washington, D.C. 20004-1008 
(202)639-6500 


4 
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3a. Location of Facility: 

State: California 

County: Kem 

City or Town: Tehachapi 

Street Address: None 

Mailing Address: None 


3b. Utility: 

Southern California Edison Company. 

4a. Facility Components: 

See Prior Certification. 


4b. Power Production Capacity: 

See Prior Certification. 

4c. Initial Operations: 

The Facility was placed in service in June 1 999. 

4d. Primary Energy Input: 

See Prior Certification. 


5. Average Annual Hourly Energy Inputs: 

Not applicable. 

6. Additional Characteristics: 

None. 


5 
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PART B - DESCRIPTION OF THE SMALL POWER PRODUCTION FACILITY 

7, Fossil Fuel Use: 

Not applicable. 

8. Eligible Facility: 

See Prior Certification. 


6 
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CERTIFICATE OF SERVICE 

Pursuant to Rule 2010 of the Commission's Rules of Practice and Procedure, 18 C.F.R. 
§385.2010 (2000), I hereby certify that I have saved a copy of the foregoing document upon 
each person designated on the official service list compiled by the Secretary in this proceeding. 
Pursuant to section 292.207(aXii) of the Commission's regulations, 18 C.F.R. §292.207 (2000), I 
also have served the foregoing document on Southern California Edison Company and the 
California Public Utilities Commission. 

Dated at Washington, D.C. this 24th day of January, 2001. 


1455 Pennsylvania Ave., N.W. 

Washington, D.C. 20004-1008 
(202) 639-6618 

Attorney for Victory Garden Power Partners 1 LLC 
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File No. 70- 


UNUED STATES 
SECURITIES AND EXCHANGE COMMISSION 
Washington, D.C. 20549 


Committee on Governmental Affairs 

EXHIBIT #A-1 6 


Form U-l 


Application Under 

The Public Utility Holding Company Act of 1935 


Enron Coip. 

1400 Smith Street 
Houston, Texas 77002-7361 

(Name of company filing this statement and address of principal executive offices) 


None 

(Name of top registered holding company parent of each applicant or declarant) 


Kate B. Cole 
Assistant Secretary 
Enron Coip. 

1400 Smith Street 
Houston, Texas 77002-7361 

(Names and addresses of agents for service) 


The Commission is also requested to send copies of any communications in connection with this 

matter to: 


Robert D. Eickenroht 
Assistant General Counsel 
Enron Corp. 

1400 Smith Street, E.B. 4859 
Houston, Texas 77002-7361 


Joanne Rutkowsld 

LeBoeuf, Lamb, Greene & MacRae, 

L.L.P. 

1875 Connecticut Avenue, N.W. 
Washington, D.C 20009-5728 
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TAJB1E OF CONTENTS 

Item 1 . Description of Proposed Transaction 
Item 2. Fees, Commissions and Expenses 

Item 3. Applicable Statutory Provisions 

Item 4. Regulatory Approval 

Item 5. Procedure 

Item 6. Exhibits and Financial Statements 

Item 7. Information as to Environmental Effects 
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ITEM 1 - DESCRIPTION OF PROPOSED TRANSACTION 

(a) Furnish a reasonably detailed and precise description of the proposed transaction, 
including a statement of the reasons why it is desired to consummate the transaction and the 
anticipated effect thereof. If the transaction is part of a general program, describe the program 
and its relation to the proposed transaction. 

Enron Corp. (“Enron"), a public-utility holding company that is exempt from 
registration pursuant to Rule 2 under Section 3(a)(1) of the Public Utility Holding Company Act 
of 1935 (the “1935 Act” or “Act”), is seeking an order of the United States Securities and 
Exchange Commission (“Commission") finding that Enrcm is exempt from all provisions of the 
Act, other than Section 9(aX2), pursuant to Section 3(a)(3) or, in the alternative. Section 3(a)(5) 
of the Act 1 

A. Background 

1. Enron Corp. 

Enron is one of the world’s leading electricity, natural gas and communications 
companies. The company, which owns approximately S34 billion in energy and communications 
assets, produces electricity, develops, constructs and operates energy facilities worldwide, 
delivers physical commodities and financial and risk management services to customers around 
the world and is developing an intelligent network platform to facilitate online business. Enron 
operates through three principal business units: (1) Transportation and Distribution; 
©Wholesale Energy Operations (including broadband sendees); and (3) Retail Energy 
Services. 


Transportation and Distribution - This group includes Portland General Electric 
Company (“Portland General”) and Enron’s Gas Pipeline Group. The Gas Pipeline Group 
operates a 32,000-mile interstate natural gas pipeline network, with access to every major gas 
supply basin in North America. The network directly serves customers in 2 1 states. 

Wholesale Energy Operations - Enron’s wholesale group consists of two primaxy 
lines of business: Commodity Sales and Services (marketing energy commodities and services 
and managing the associated contract portfolios) and Energy Assets and Investments (investing 
in, developing, constructing and operating energy and other assets). Enron is the largest supplier 
of electricity and natural gas in North America. Enron also operates extensively in the wholesale 
electricity markets in Northern Europe and the United Kingdom. In Central America, South 
America, India, China and other parts of Asia, Enron develops and. operates energy 
infrastructure, including gas pipelines and power plants, Enron’s wholesale energy operations 
and services business is conducted principally through Enron North America. 


1 Epron, which is currently exempt pursuant to Rule 2 under Section 3(a)(1) of the Act, will 
undertake to continue to file a Form U-3A-2 during the pendency of this application or until 
Portland General is divested. 
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Retail Energy Services - Enron offers comprehensive products to reduce energy 
costs for business customers throughout the United States and Europe. Enron provides energy 
outsourcing services to industrial and commercial customers. Enron has built strong sales and 
implementation teams for the energy outsource market and now manages over 16,500 facilities 
worldwide. Enron’s retail energy services are provided principally through Enron Energy 
Services. 


Enron also participates in the water and telecommunications industries. Through 
Azurix, Enron owns and operates water companies in the United Kingdom, Argentina and 
Mexico. Enron Broadband Services is developing an intelligent fiber optic network platform to 
facilitate online business in the United States. 

The table below provides selected financial data for Enron: 3 


For the Years Ended December 31, 


1999 

1998 

1997 

1996 

1995 


Operating Revenues 

40,112 

31,260 

($ in millions) 
20,273 

13,289 

9,189 

Net Operating Income 

802 

1,378 

15 

690 

618 

Net Income 

893 

703 

105 

584 

520 

Total Assets 

33381 

29,350 

22,552 

16,137 

13,239 


Enron is a public utility holding company within the meaning of the 1935 Act, by 
reason of its ownership of all of the outstanding voting securities of Portland General. As noted 
above, Enron currently claims exemption from registration pursuant to Rule 2 under 
Section 3(a)(1) of the Act. Enron’s stock is listed on the New York, London, Pacific and 
Chicago Stock Exchanges, and it is a reporting company under the Securities Exchange Act of 
1934, as amended. 

2. Portland General Electric Company 

Portland General is Enron’s only public-utility subsidiary company. Portland 
General is engaged in the generation, purchase, transmission, distribution and sale of electric 
energy in Oregon. Portland General’s electric distribution system is located wiihin its service 
territory in Oregon. Portland General serves an area of 3,170 square miles, including 54 
incoiporated cities, of which Portland and Salem are the largest. 

Portland General sells electric energy at wholesale in interstate commerce to 
electric utilities located in other states, primarily California. Portland General purchases, electric . 
energy uom public utility districts located in Washington and from nonassociated utilities in 
Oregon, Washington, Montana, Idaho, Arizona, New Mexico, California and Canada. Portland 
General purchases surplus electric energy from the Bonneville Power Administration f‘BPA”), a 


3 From Enron’s Form 10-K. filings. 
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federal agency that markets electric energy generated by federal hydroelectric dams located on 
the Columbia River in Oregon and Washington. 

Portland General owns wholly or jointly the following generating facilities: 

Percent of 


Name 

Location 

Net Capability 
(MW) 

Company’s 

Interest 

Fuel 

Sullivan 

West Linn, OR 

16 

100.0 

Hydro 

Faraday 

Estacada, OR 

44 

100.0 

Hydro 

River Mill 

Estacada, OR 

25 

100.0 

Hydro 

Bull Run 

BuH Run, OR 

22 

100.0 

Hydro 

Oak Grove 

Three Lynx, OR 

44 

100.0 

Hydro 

Pelton 

Madras, OR 

108 

100.0 

Hydro 

North Fork 

Estacada, OR 

54 

100.0 

Hydro 

Round Butte - 

Madras, OR 

300 

100.0 

Hydro 

Beaver 

Clatskanie, OR 

500 

100.0 

Gas ox Oil 

Boardmaa 

Boardman, OR 

529 

65.0 

Coal 

Colstrip 3&4 

Colstrip, MT 

1,480 

20.0 

Coal 

Coyote Springs 

Boardman, OR 

241 

100.0 

Gas or Oil 


Portland General has transmission lines for the delivery of electricity from its 
plants located in Oregon to its service territory or to the Northwest grid. Electric energy from the 
plants located in other states is delivered to Portland General over the Northwest grid. Portland 
General owns 20% of the Pacific Northwest Intertie, a 4,800 MW transmission facility between 
John Day, in Northern Oregon, and Malin, in Southern Oregon near the California border. This 
line is used primarily for interstate sales and purchases of electric energy among BPA, utilities in 
the Pacific Northwest, including Portland General, and California utilities. 

Portland General also has a 90% ownership interest in a 20 inch diameter natural 
gas pipeline that runs approximately 18 miles from its Beaver generating plant, located in 
Clatskanie, Oregon, to Cowlitz County Washington where it interconnects with the interstate gas 
distribution system of Northwest Pipeline Company. 

Portland General is subject to regulation of its retail rates and conditions of 
service by the Oregon Public Utility Commission (“OPUC”). In addition, the OPUC regulates 
the issuance of securities and prescribes the system of accounts to be kept by Oregon utilities. 
Portland General is also subject to the jurisdiction of the FER.C with regard to the transmission 
and sale of wholesale electric energy, licensing of hydroelectric projects and certain other 
matters. Portland General is decommissioning its Trojan nuclear generating facility, and related 
activities are subject to regulation by the Nuclear Regulatory Commission and the Oregon 
Department of Energy. 


5 
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The table below provides selected financial data for Portland General: 3 


For die Years Ended December 31, 



1999 

1998 

1997 

1996 

1995 

Operating Revenues 

1,378 

1,176 

($ in millions) 
1,416 

1,110 

982 

Net Operating Income 

190 

200 

208 

230 

201 

Net Income 

128 

137 

126 

156 

93 4 

Total Assets 

3,167 

3,162 

3,256 

3,398 

3,246 


Enron acquired Portland General on July 1. 1997 by merger with its former parent 
Portland General Corporation. The acquisition implemented Enron’s strategy of participating in 
the deregulating electric utility industry. Enron’s affiliation with Portland General has given it 
insight and access to new business opportunities in the broader energy industry. For example. 
Portland General has leveraged its technical competencies into Enron’s worldwide operations 
through projects such as generation, consulting, distribution engineering and due diligence for 
privatization. - As Enron has built a platform for its integrated gas and electricity business in 
South America, Portland General has provided valuable expertise in evaluating regional electric 
distribution assets that complement Enron’s strategy. 

On November 8, 1999, Enron and Sierra Pacific Resources (“Sierra Pacific”) 
announced that they had entered into a purchase and sale agreement for Portland General. In a 
press release issued that day, Kenneth L. Lay, the Chairman and CEO of Enron, explained: “We 
have been very pleased with the performance of Portland General. However, the rapidly 
evolving competitive electricity market allows us to deliver commodity services and risk 
management products to our customers without requiring the ownership of a regulated electric 
utility.’’ The pending sale of Portland General is the subject of a separate application before the 
Commission, discussed below. 

3. Sale of Portland General to SierraPacific 

Enron has entered into a definitive agreement to sell Portland General to Sierra 
Pacific for $2.1 billion, comprised of $2.02 billion in cash and the assumption of Enron’s 
approximately $80 million merger payment obligation. Sierra Pacific will also assume $1 billion 
in Portland General debt and preferred stock. The proposed transaction, which is subject to 
customary regulatory approvals, is expected to close in the second half of 2000. 

Sierra Pacific is currently an exempt holding company under Section 3(aXl) of 
the Act whose principal subsidiaries are Sierra Pacific Power Company and Nevada Power 
Company. Combined, the two public-utility companies serve 843,000 electric customers in 
Nevada and the Lake Tahoe area of California, along with 105,000 natural gas and 67,000 water 


3 From Portland General’s Form 1 0-K filings 

4 Includes a loss of $50 million from regulatory disallowances. 
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customers in Reno and Sparks, Nevada. Upon the acquisition of Portland General, Sierra Pacific 
intends to register under the Act. 

Additional information regarding Enron and its subsidiaries, including Portland 
General, is set forth in the following documents, each of which is incorporated herein by 
reference: 

{a) Enron Form U-3A-2, filed with the Commission on February 29, 2000; 

(b) Enron Form U-3A-2VA, filed with the Commission on March 31, 2000; 

(c) . Enron Annual Report on Form 10-K for year ended December 31, 1999, 
filed with the Commission on March 30, 2000; 

(d) Enron Proxy Statement, dated March 28, 2000, filed with the Commission 
on March 21, 2000; 

(e) Enron Annual Report to Stockholders for the year ended December 31, 

1999; and 

(f) Portland General Annual Report on Form 10-K for year ended 
December 31, 1999, filed with the Commission on March 3, 2000. 

Additional information regarding the sale of Portland General to Sierra Pacific is 
set forth in the following documents, each of which is incorporated herein by reference: 

(a) Form U-l Application or Declaration of Sierra Pacific Resources and 
Portland General Electric Company (Commission File No. 70-9619), filed February 3, 2000 (the 
‘"Merger Application”); 

(b) Form U-l Application or Declaration of Sierra Pacific Resources and 
Portland General Electric Company (Commission File No. 70-9621), filed February 3, 2000 (the 
Service Company Application); 

(c) Joint Application of Sierra Pacific Power Company, Nevada Power 
Company and Portland General Electric Company for Authorization and Approval of 
Acquisition, and Indirect Merger, filed March 3, 2000 (the FERC Application). 

. B. Reasons Enron Is Seeking An Alternative Exemption. 

As noted above, Enron is currently exempt by rule pursuant to Section 3(a)(1). It 
is seeking alternative relief under section 3(a)(3) or 3(a)(5) as a means of obtaining relief from 
the “qualifying facility” or “QF" ownership restrictions under the Public Utility Regulatory 
Policies Act of 1978 (“PURPA”). Briefly staled, the regulations under PURPA generally limit 


7 
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an electric-utility holding company to no more than 50% equity interest in a QF. 5 To date, the 
FURPA ownership restrictions have significantly impaired the ability of Enron Jo participate in 
competitive auctions of U.S. generating assets. There is, however, an exception (relied upon by 
AES Corporation) for holding companies that are exempt "by rule or order” under 
Section 3(a)(3) or 3(a)(5) of the 1935 Act. 6 For the reasons set forth below, Enron believes it is 
entitled to an order of exemption under either or both sections. 

It may help to put Enron’s concerns in context Since 1997, entities controlling 
more than 5,000 MW of QF capacity — or almost 10% of the nation’s entire QF infrastructure — 
have undergone changes of control, largely by means of competitive auctions. Enron has been 
disadvantaged in the great majority of these auctions, either because more than a 50% interest in 
a QF was being sold, or because the QF was already partially owned by electric utility affiliates. 
Most auctions to date have involved groups of QFs; although the ownership restrictions may 
present problems with only a small portion of fire assets in a group, sellers typically prefer to 
transfer ownership in a single transaction, often as a stock sale rather than an asset sale. Thus, 
Enron has effectively been precluded from participating in auctions even though the QF 
ownership restrictions would present a problem only with respect to a small part of the assets 
being sold. 


The nation’s supply of QF generating assets is not expanding. PURPA-related 
new project development declined with the passage of the Energy Policy Act of 1992, and now 
has virtually ceased. While there is currently more than 75,0&0 MW of new capacity under 
development or construction, all of it will be owned by exempt wholesale generators or regulated 
utilities. Nonetheless, there is in place today more than 50,000 MW of installed QF capacity, 
most placed in service between 1982 and 1992, and most financed by long-term, often fixed- 
price power supply contracts with regulated utilities. As the electricity industry has evolved 
competitively, these assets have tended to move — as assets do in deregulation — to lower-cost, 
more efficient managers. This process has oflen involved the restructuring or termination of 
fixed-price contracts, allowing the assets to be operated in an economical, market-responsive 
manner. Increasingly, smaller QF operators are selling their projects through auctions to larger 
companies (including, potentially, Enron) that have the financial capability to accomplish the 
contract restructurings and to operate the QFs as merchant plants. Enron's goal, in seeking to 
participate more fully in the auction of QF assets, is to restructure the contracts, thereby reducing 
the total number of above-market QF contracts and the total stranded costs to be borne by the 
public as a result of competition. 


5 A QF cannot be owned by a person that is primarily engaged in the generation or sale of 
electric power. 16 U.S.C. §796(18)(B). The FURPA regulations provide that a facility “shall be 
considered to be owned by a person primarily engaged in the generation or sale of electric 
power, if more than 50 percent of the equity interest is held by an electric utility, or utilities, or 
by an electric utility holding company or companies, or any combination thereof.” 18 C.F.R. 
§292.206(b). 

6 18 C.F.R. §§ 292.206(c)(1) and (c)(2). 
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Enron either has not participated in these auctions or else withdrew relatively 
early in the auction process, due in large part to the company’s regulatoiy disadvantages. In the 
few cases in which Enron has purchased QF interests - which, to date, has occurred only 
through negotiated transactions, rather than the competitive auctions that have become the 
industry’s primary method of asset transfer — Enron has been required to limit its ultimate 
ownership interest. While Enron has successfully structured some QF purchases using nonutility 
finan cial partners, this approach has materially increased die cost of the transactions and 
accordingly has reduced the degree of cost mitigation that Enron can offer to the utilities and to 
the public. 

(b) Describe briefly, and where practicable state the approximate amount of, any 
material interest in the proposed transaction, direct or indirect, of any associate or affiliate of the 
applicant or declarant company or any affiliate of any such associate company. 

See Item 1 . 

(c) If the proposed transaction involves the acquisition of securities not issued by a 
registered holding company or subsidiary thereof, describe briefly the business and property, 
present or proposed, of the issuer of such securities. 

Not applicable. 

(d) If the proposed transaction involves the acquisition or disposition of assets, 
describe briefly such assets, setting forth original cost, vendor’s book cost (including the basis of 
determination) and applicable valuation and qualifying reserves. 

Not applicable. 

ITEM 2. FEES, COMMISSIONS AND EXPENSES 

(a) State (1) the fees, commissions and expenses paid or incurred, or to be paid or 
incurred, directly or indirectly, in connection with the proposed transaction by the applicant or 
declarant or any associate company thereof, and (2) if the proposed transaction involves the sale 
of securities at competitive bidding, the fees and expenses to be paid to counsel selected by 
applicant or declarant to act for the successful bidder. 

Legal fees in connection with the preparation of the Application (to be filed by 

amendment) 

(b) If any person to whom fees or commissions have been or are to be paid in 
connection with the proposed transaction is an associate company or an affiliate of the applicant 
or declarant, oris an affiliate of an associate company, set forth the facts with respect thereto. 

Not applicable. 


9 



689 


ITEM 3. APPLICABLE STATUTORY PROVISIONS 

(a) State the section of the Act and the rules thereunder believed to be applicable to 
the proposed transaction. If any section or rule would be applicable in the absence of a specific 
exemption, state the basis of exemption. 

Section 3 of the Act provides that the Commission upon appEcation shall by order 
exempt any person from the provisions of the Act if such person meets the requirements for any 
exemption contained in Sections 3(a)(1) through 3(a)(S) and if the exemption is not detrimental 
to the pubhc interest or the interest of investors or consumers. Section 3(a)(3) of the Act is 
appEcahle to Enron because Enron is “only incidentally” a holding company, as it currently is, 
and will remain, primarily engaged and interested in non-utility businesses, and will not derive a 
material part of its income from a public-utility company. Accordingly, Enron is entitled to an 
exemption from all the provisions of the Act, except Section 9(a)(2), pursuant to Section 3(a)(3). 
In the alternative, Enron is also entitled to an exemption under Section 3(a)(5) of the Act. 

During the pendency of this application, Enron is entitled to an exemption 
pursuant to Section 3(e) of the Act That section, in pertinent part, provides that: “The filing of 
an application in good faith under [Section 3(a)] by a person other than a registered holding 
company shall exempt the applicant from any obHgation, duty, or liability imposed in this title 
upon the applicant as a holding company until the Commission has acted upon the application.” 

A. Section 3(a)(3) 

Enron satisfies the requirements for an exemption under Section 3(a)(3) of the 
Act. That section directs the Commission: 

[to] exempt any holding company, and every subsidiary company thereof 
as such, from any provision or provisions of [the Act], unless and except 
insofar as it finds the exemption detrimental to the public interest or the 
interest of investors and consumers, if such holding company is only 
incidentally a holding company, being primarily engaged or interested in 
one or more businesses other than the business of a public-utility company 
and (A) not deriving, directly or indirectly, any material part of its income 
from any one or more subsidiary companies, the principal business of 
which is that of a public-utility company, or (B) deriving a material part of 
its income from any one or more such subsidiary companies, if 
substantially all the outstanding securities of such companies are owned, 
directly or indirectly, by such holding company. 

Of interest here. Section 3(a)(3)(A) provides an exemption for a holding company that is “only 
incidentally a holding company, being primarily engaged or interested in one or more businesses 
other than the business of a pubhc-utility company,” where the holding company does not derive, 
“directly or indirectly, any material part of its income from any one or more subsidiary 
companies, the principal business of which is that of a pubhc-utility company." 
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Enron’s interest in Portland General fits comfortably within the exemption 
provided by Section 3(a)(3)(A). Enron is primarily engaged and interested in its nonutility 
energy, water and communications businesses. Enron’s acquisition of Portland General was 
designed to provide a strategic foothold in the deregulating utility industry. Its experience with 
Portland General has contributed positively to Enron’s other nonutility businesses. Portland 
Genera! is not a material subsidiary of Enron within the meaning of the Act and, finally, the 
proposed exemption will not be detrimental to investors or consumers. 

1. Enron is Only Incidentally a Holding Company. 

Section 3(a)(3) was added to the text of the 1935 Act to accommodate companies 
such as Alcoa, which were “essentially industrial, generating power for their own use and selling 
the excess to the local community.” 7 In this regari, the Commission has interpreted 
Section 3(a)(3) to require the showing of a nexus between the utility operations and the holding 
company’s primary nonutility business. Over the years, the Commission’s interpretation of 
“incidental” in the context of Section 3(a)(3) has tracked its then-current interpretation of similar 
language in Section 11(b)(1), Under that section, a registered holding company is generally 
limited to “such other businesses as are reasonably incidental, or economically necessary or 
appropriate” to the system’s core utility operations. The Commission has read this provision to 
require an operating or “functional relationship” between the utility operations and the holding 
company's primary nonutility business. 

Over the years, the test of “functional relationship” for registered holding 
companies has evolved from a requirement that the nonutility activity directly serve the needs of 
the operating utility to a more general concern that the proposed activity be in some way related, 
or not unrelated, to the larger energy business. To that end, the Commission has found that 
“certain activities are an integral part of the contemporary utility business." 8 These activities 
include the rendering of energy management services and demand-side management service; the 
brokering and marketing of energy commodities; the production, sale and distribution of thermal 
energy products; the sale of technical, operational, management and other similar kinds of 
services and expertise; the development, ownership and operation of “qualifying facilities” under 
PURE A; and, for gas registered companies, any activities involving the transportation or storage 
of natural gas and activities such as exploration, development, production, mattering and 
manufacture related to the supply of natural or manufactured gas. 9 


7 Statement of Sen. Wheeler, 79 Cong. Rec. 8843 (1935); see also Hearings before the 
Committee on Interstate and Foreign Commerce, House of Representatives, on H.R. 5423, 74th 
Cong., 1st Sess. 2226 (citing the case of an industrial establishment that has a power plant of its 
own and distributes the power as a by-product). 

8 Exemption of Acquisition by Registered Holding Companies of Securities of Nonutility 
Companies Engaged in Certain Energy-Related and Gas-Related Activities, Holding Co. Act 
Release No. 26667 (Feb. 14, 1997). 

9 See Rule 58 under the Act. 
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Most recently, the Commission has authorized a registered coal-fired electric 
utility holding company to invest up to $800 million in natural gas production, gathering, 
processing, storage and transportation facilities and equipment, liquid oil reserves and storage 
facilities, and associated facilities, on the theory that such assets are related to the parent’s 
energy marketing activities, and registered gas utility holding companies are permitted to acquire 
a long list of "energy-related companies” — regardless of whether the acquired nonutility 
business directly serves the system's core utility operations. 10 

As noted above, Enron’s affiliation with Portland General has given it insight and 
access to new' business opportunities in the broader energy industry. For example, Portland 
General has leveraged its technical competencies into Enron’s worldwide operations through 
projects such as generation, consulting, distribution engineering and due diligence for 
privatization. As Enron has built a platform for its integrated gas and electricity business in 
South America, Portland General has provided valuable expertise in evaluating regional electric 
distribution assets that complement Enron’s strategy. The fact that Enron is now seeking to sell 
Portland General in response to changes in “the rapidly evolving competitive electricity market" 
does not affect the validity of the underlying functional relationship. Against this background, 
Enron is “only -incidentally” a holding company, within the meaning of Commission precedent. 

2. Enron will Not Derive a Material Part of its Income from Portland General 

The further question, which is common to both Section 3(a)(3) and 3(a)(5), is the 
requirement that the holding company not derive “directly or indirectly, any material part of its 
income from any one or more subsidiary companies, the principal business of which is that of a 
public utility company.” Historically, the Commission has required that the utility operations be 
both small in a relative sense (i.e., not material), and small in an “absolute” sense. 11 

Concerning materiality, the Commission can consider a variety of measures in 
dete rminin g what is a material part of income. In practice, however, the Commission has 
generally relied on a comparison of gross revenues (the “gross-to-gross” test). AES Corporation , 
Holding Co. Act Release No. 27063 (Aug. 20 1999). Although AES involved an exemption 
under Section 3(a)(5), the Commission explained, “Since the same language (‘material part of its 
income’) appears in all three exemptions involving relative size criteria of an applicant’s public- 
utility subsidiaries, he., sections 3(a)(1), 3(a)(3) and 3(a)(5), it obviously makes sense to take a 
consistent approach to the inteipretation of this language.” 


10 American Electric Power Co ., Holding Co. Act Release No. 26933 (Nov. 2, 1998). 

1 1 AES Corporation , Holding Co. Act Release No. 27063 (Aug. 20, 1999). 
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The Commission in AES compared the relative size of the utility and the holding 
company post-merger, based on gross revenues, operating income and net assets (in Smillions): 



AES & CILCO 

CILCO 

Percent 

Gross Revenues 1996 

1,676 

524 

31% 

1997 

2,603 

553 

21% 

1998 

4,199 

538 

13% 

Operating Income 1996 

456 

96 

21% 

1997 

706 

103 

15% 

1998 

1,089 

93 

9% 

Net Assets 1996 

5,162 

1,036 

20% 

1997 

11318 

1,023 

9% 

.1998 

13,164 

1,024 

8% 


In AES , the Commission found a subsidiary that contributed 10.35% of the holding company’s 
adjusted revenues was not material for purposes of exemption under Section 3(a)(5). 

In comparison, Portland General has contributed less than 4% of Enron’s gross 
revenues for each of the two past years: 


Gross Revenues 
Operating Income 
Assets 


1998 

Enron Portland % 
General 

($ in millions) 

31,260 1,176 3.8% 

1,378 200 14.5% 

29,350 3,162 10.8% 


1999 

Enron Portland % 
General 
(S in millions) 

40,112 1,378 3.4% 

802 12 190 23.7% 

33381 3,167 9.5% 


12 The operating income for Enron decreased for the fiscal year ended December 31, 1999 
compared to the fiscal year ended December 31, 1998 for two principal reasons: (a) in 1999, 
Enron recognized a one-time charge of S441 million related to the impairment of its methyl 
tertiary butyl, either (or MTBE) facilities, in response to changes in market conditions and 
demand for MTBE and (b) in 1999, more of Enron’s earnings were recorded in “equity in 
earnings of unconsolidated equity affiliates” than in 1998 ($309 million compared to 
$97 million). These earnings represent similar kinds of activities to those included in operating 
income, but they are recorded by entities in which Enron owns directly or indirectly less than 
50%, so Enron records only one line item for its share of their net income. In AES , the 
Commission found that a pro rata consolidation of financial data provided a more appropriate 
representation of the size of the system’s utility business than the equity accounting required by 
generally accepted accounting principles. In this matter, if the $309 million recorded in “equity 
in ' .--"lings of unconsolidated equity affiliates” were included in operating income, Portland 
General’s contribution to operating income would be reduced to 17.1%. Further, but for the 
MTBE write-off, which is a one-time event, Portland General would represent only 12.2% of 
Enron’s 1999 operating income. 
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Accordingly, Portland General is not a material utility subsidiary within the meaning of 
Commissi on precedent. 

3. The Proposed Exemption will Not be Detrimental to the Protected 
Interests. 

Notwithstanding an applicant’s compliance with the language of the statute, the 
Commission has discretion to deny an exemption if it finds the exemption “detrimental to the 
public interest or the interest of investors or consumers,” the so-called “protected interests” under 
the Act. In this regard, the Commission m the past has imposed an additional condition that the 
utility operations of Section 3(a)(3)-exempt holding companies be “small in an absolute as well 
as a relative sense." 13 The limitation was imposed in early cases to address the situation in 
which “any public utility holding company could insulate itself fern the Act by acquiring and 
holding the stocks of companies doing some business other than that of a retail utility 
business.” 14 The Commission in AES stated that: “This approach is intended to ensure that the 
exemption is hot available to a company with a large utility business and a total business that is 
predominantly nonutility in nature just because the nonutility holdings dwarf the utility 
operations.” 


It bears repeating that the Commission developed the absolute size standards in 
matters involving ownership of multiple public-utility companies formed prior to the Act which 
were sprawled across multiple states, some not subject to even minimal state regulation, and 
others which, by their nature, could not be the subject of effective regulation. In contrast, in the 
instant matter, the utility operations are confined to a single state. 13 Further, Enron currently 
qualifies for exemption as an intrastate holding company, an exemption that is premised on the 
stale’s ability to effectively regulate the utility operations within its borders. Accordingly, the 
considerations that led the Commission to apply a restrictive gloss to Sections 3(a)(3) and 3(a)(5) 
do not apply to this Application. Indeed, the intrastate size and scope of Portland General’s 
utility operations reflect decades of effective regulation, not an absence of regulation. 


13 Electric Bond and Share Co. . 33 S.E.C. 21 (1952), quoting Standard Oil Co. , 10S.E.C. 1122, 
1129(1942). 

u Id. 

iS St ASS and Gaz Metropolitan!, Inc ., Holding Co. Act Release No. 26170 (Nov. 23, 1994) 
(granting exemptions under Section 3(a)(5) to holding companies with essentially intrastate 
operations). 
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Finally, the Commission in AES noted that the utility was “significantly larger" 
than the utility considered in the only other modem decision under Section 3(a)(5) (or 3(a)(3)). 16 
The Commission nonetheless concluded that the utility in AES nonetheless met the “absolute 
size” standard because it was “significantly smaller,” in terms of its impact (rather than its 
absolute size), than the utilities found to be impermissibly large in early decisions. In this 
matter, although Portland General is the largest investor-owned utility in Oregon, this analysis 
excludes BPA and other public power agencies and cooperatives. BPA is larger in all relevant 
respects than any of the investor-owned utilities in the Portland General region. 17 Further, 
Portland General is comparable to the utility at issue in AES in terms of the relative significance 
of the utility’s revenues, assets and customers. 18 

B. Section 3(a)(5) 

Briefly stated, Section 3(a)(5) of the Act provides an exemption where a holding 
company “is not, and derives no material part of its income, directly or indirectly, from any one 
or more subsidiary companies which are, a company or companies the principal business of 
which within the United States is that of a public utility company.” 

There are only two modem decisions addressing the application of 
Section 3(a)(5). In its 1994 Gaz Metropolitan! decision, the Commission granted an exemption 
to a Quebec corporation that acquired a Vermont gas utility company. More recently, in last 
summer's AES decision, the Commission granted the exemption to a U.S. independent power 
producer that acquired an Illinois electric and gas utility company. In that matter, the 
Commission stated that a request for exemption under Section 3(a)(5) raised three issues: 


16 See AES , citing Gaz Metropolitan!, Inc, (revenues of $38 million). Portland General is 
smaller in absolute terms than the utility at issue in the pending filing by Chevron Corporation 
for an order under Section 3(a)(3) of the Act. See Chevron Corporation, Post-Effective 
Amendment No.l to SEC File No. 70-9553. Illinois Power Company, a combination gas and 
electric utility company, reported operating revenues of $1,903.2 million and net operating 
revenues of $1,125.8 million, for the year ended December 31, 1999. In comparison, Portland 
General had operating revenues of $1,378 million and net operating revenues of $740 million for 
the same period. While we recognize that the Commission has not yet acted on the Chevron 
request for exemption, we believe that this information is germane to our filing. 

17 BPA, which generates 46% of the electric power consumed in the region, owns one of the 
world’s largest high-voltage transmission systems. BPA had operating revenues of 
$2,313 million in 1998. 

18 In 1997, for example, Portland General accounted for only 0.6% of total utility revenues of 
all utility companies, 0.5% of total assets for the same group, and 0.5% of total national utility 
customers. These rankings are slightly higher than those of CILCO, the utility at issue in AES , 
which represented 0.2%, 0.2% and 0.3% of national revenues, assets and customers respectively, 
but lower than those of Illinois Power Company, the utility at issue in the Chevron application, 
which represented 0.7%, 1.1% and 0.7% of the national totals. 
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First, it is necessary to examine fee significance of the utility operations 
that AES will acquire to determine if they are small in a relative sense 
(i.e., not material). Second, we must consider whether they are small in an 
absolute sense. Finally, we must consider whether a company such as 
AES, that is not an essentially foreign public-utility holding company, can 
qualify for fee exemption. We examine these issues in the context of the 
abuses that the Act was intended to address. 

The first and second issues, concerning the relative and absolute size of the utility operations, 
have been discussed above. What remains is fee application of Section 3(a)(5) to an entity such 
as Enron that is not “essentially foreign." 

In AES , the Commission departed from earlier cases feat had held that, in order to 
qualify for an exemption under Section 3(aX5), an applicant must be a U.S. holding company 
with “essentially foreign utility operations.” 15 The Co mmi ssion ejqslained: 

'. . . we do not, however, believe that it is necessary to limit the 
section 3(a)(5) exemption to a U.S. holding company whose operations are 
essentially foreign to achieve the policy objectives of the Act. On the 
facts of this matter, a grant of exemption is consistent with the underlying 
rationale of the exemption and the Act’s legislative history (including 
subsequent amendments to the Act). Following the acquisition of CILCO, 

AES will be a U.S. holding company that is essentially engaged in utility 
businesses that Congress has determined should not be subject to 
regulation under the Act Just as Congress determined that the public 
interest does not require regulation of public-utility holding companies 
whose utility operations are essentially foreign, except for a small 
domestic utility, the public interest does not require regulation of a U.S. 
holding company whose utility operations are exclusively exempt, except 
for a small domestic utility. 

As in the case of AES, Enron is “a U.S. holding company that is essentially 
engaged in utility businesses that Congress has determined should not be subject to regulation 
under the Act’’ Although Enron is one of the world’s largest energy providers, the vast majority 
of its activities, including energy trading (which does not fall within the definition of an electric 
or gas utility company), gas transportation (which is not included in the definition of a gas utility 
company) and the development of independent power projects (which are exempt as “QFs” 
under PURPA or as “exempt wholesale generators” or “foreign utility companies” under the 
Energy Policy Act of 1992), are utility businesses that Congress has determined should not be 
subject to regulation under the Act. It is appropriate, therefore, and consistent with the precedent 
for the Commission to grant Enron exemption under Section 3(a)(5) of the Act. 


19 AES , citing Cities Service Co. , 8 S.E.C. 318 (1940) and Electric Bond and Share . 
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(b) If an applicant is not a registered holding company or a subsidiary thereof, state 
the name of each public utility company of which it is an affiliate, or of which it will become an 
affiliate as a result of the proposed transaction, and the reasons why it is or will become such an 
affiliate. 

Enron is an affiliate of Portland General. 

ITEM 4. REGULATORY APPROVAL 

(a) State the nature and extent of the jurisdiction of any State commission or any 
Federal commission (other than the U. S. Securities and Exchange Commission) over the 
proposed transaction. 

Not applicable. 

(b) Describe the action taken or proposed to be taken before any commission named 
in answer to paragraph (a) of this item in connection with the proposed transaction. 

Not applicable. 

ITEMS. PROCEDURE 

(a) State the date when Commission action is requested. If the date is less than 40 
days from the date of the original filing, set forth the reasons for acceleration. 

It is requested that the Commission act on this matter in a timely manner, 
provided it is Enron’s intention that this filing not delay the Commission's review of the Merger 
Application. 

(b) State (i) whether there should be a recommended decision by a hearing officer, 
(ii) whether there should be a recommended decision by any other responsible officer of the 
Commission, (iii) whether the Division of Investment Management may assist in the preparation 
of the Commission’s decision, and (iv) whether there should be a 30-day waiting penod between 
the issuance of the Commission’s order and the date on which it is to become effective. 

The Applicant states that (i) there should be a recommended decision by a hearing 
officer, (ii) there should be a recommended decision by any other responsible officer of the 
Commission, (iii) the Division of Investment Management may assist in the preparation of the 
Commission’s decision, and (iv) there should be a 30-day waiting period between the issuance of 
the Commission’s order and the date on which it is to become effective. 

ITEM 6. EXHIBITS AND FINANCIAL STATEMENTS 

(a) Exhibits 

A Opinion of Counsel (to be filed by amendment) 

B Proposed Notice 
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ITEM 7. INFORMATION AS TO ENVIRONMENTAL EFFECTS 

(a) Describe briefly the environmental effects of the proposed transaction in terms of 
the standards set forth in Section 102(2)(C) of the National Environmental Policy Act [42 U.S.C. 
4232(2)(C)]. If die response to this term is a negative statement as to the applicability of 
Section 102(2)(C)in connection with the proposed transaction, also briefly state the reasons for 
that response. 

The proposed transactions subject to the jurisdiction of this Commission have no 
environmental impact in and of themselves. 

(b) State whether any other federal agency has prepared or is preparing an 
environmental impact statement (“EIS”) with respect to the proposed transaction. If any other 
federal agency has prepared or is preparing an EIS, state which agency or agencies and indicate 
the status of that EIS preparation. 

No federal agency has prepared or, to Enron’s knowledge, is preparing an EIS 
with respect to the proposed transaction. 


SIGNATURE 

Pursuant to the requirements of the Public Utility Holding Company Act of 1935, 
the undersigned company has duly caused this Application-Declaration to be signed on its behalf 
by the undersigned thereunto duly authorized. The signature of the applicant and of the person 
signing on its behalf is restricted to the information contained in this application which is 
pertinent to the application of the respective company. 


ENRON CORP. 


By: ^ 

James V. Derrick, Jr. 

Executive Vice President & 
General Counsel 


Date: April 12,2000 
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Exhibit B 


Before the 
UNITED STATES 

SECURITIES AND EXCHANGE COMMISSION 


PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. / , 2000 


In the Matter of: 

Enron Coip. 

1400 Smith Street 
Houston, Texas 77002-7361 

(70- ) 


Enron Corp. (“Enron”), a public-utility holding company that is exempt from 
registration pursuant to Rule 2 under Section 3(a)(1) of the Public Utility Holding Company Act 
of 1935 (the “Act”), is seeking an order of the United States Securities and Exchange 
Commission (“Commission”) finding that Enron is exempt from all provisions of the Act, other 
than Section 9(a)(2), pursuant to Section 3(a)(3) or, in the alternative. Section 3(a)(5) of the Act. 

Enron currently owns all of the common stock of Portland General Electric 
Company (“Portland General”). Enron has entered into a definitive agreement to sell Portland 
General to Sierra Pacific Resources (“Sierra Pacific”) for $2.1 billion, comprised of $2.02 billion 
in cash and the assumption of Enron’s approximately $80 million merger payment obligation. 
Sierra Pacific will also assume $1 billion in Portland General debt and preferred stock. The 
proposed transaction, which is subject to customary regulatory approvals, is expected to close in 
the second half of 2000. 

Enron is seeking an exemption under Section 3(a)(3) or, in the alternative, 
Section 3(a)(5), as a means of obtaining relief from the “qualifying facility” or “QF” ownership 
restrictions under the Public Utility Regulatory Policies Act of 1 978. 

The Application and any amendments thereto a r e available for public inspection 
through the Commission’s Office of Public Reference. Interested persons wishing to comment 

or request a hearing should submit their views in writing by , 2000 to the Secretary, 

Securities and Exchange Commission, 450 Fifth St., N.W., Washington, D.C. 20549. 
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SAN FRANCISCO 


Committee on Governmental Affairs 

EXHIBIT #A-1 7 

Leboeuf, lamb, Greene & Macrae 

L.L.R 

A Limited LIABILITY PARTNERSHIP INCLUDING PROFESSIONAL CORPORATIONS 


1875 Connecticut Avenue, N.w. 
Washington. DC 20009-5728 

1202 ) aae-aooo 

TELEX: 4-40274 FACSIMILE: (202)936-8/02 


WRITER'S DIRECT DIAL: 

1202 ) 980-8099 

April 13, 2000 


LONDON 

•A LONDON-RASED 
MULTINATIONAL PARTNERSHIP* 

PARIS 

BRUSSELS 

MOSCOW 

RIYADH 
fAFFILIATCO OFFICE I 

TASHKENT 

BISHKEK 

ALMATY 

BEIJING 


CONFIDENTIAL TREATMENT REQUESTED 
PURSUANT TO RULE 104 UNDER THE 
PUBLIC UTILITY HOLDING COMPANY 
ACT OF 1935 


Catherine A. Fisher 

Assistant Director 

Office of Public Utility Regulation 

Division of Investment Management 

Securities and Exchange Commission 

450 Fifth St, N.W. 

Washington, D.C. 20549 

Re: Enron Coro. Application under Sections 3faY3V3IaY51 


Dear Cathie: 


I am writing to provide some background information with respect to an 
application ("Application") that Enron Corp. ("Enron") is filing under Section 3(a)(3) or, in the 
alternative. Section 3(a)(5) of the Public Utility Holding Company Act of 1935 (the "1935 Act" 
or "Act"). Briefly stated, Enron is seeking relief, similar to that granted AES Corporation, to 
enable it to compete effectively in the developing QF market, pending completion of the sale of 
Portland General Electric Company ("Portland General") to Sierra Pacific Resources, Inc. 
(‘‘Sierra Pacific”). 

Enron is currently a holding company that claims exemption pursuant to Rule 2 
under Section 3(a)(1) of the Act, by reason of its ownership of all of the outstanding voting 
securities of Portland General. As you know, Enron has entered into a definitive agreement to 
sell Portland General to Sierra Pacific Resources, Inc., and applications for approval of that 
transaction were filed with this Commission on February 3, 2000 (SEC File No. 70-9619) and 
with the FERC on March 3, 2000. The Sierra Pacific,' Portland General transaction, which is 
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subject to customary regulatory approvals, is expected to close in the second half of 2000. Upon 
completion of the sale, Enron will cease to be a holding company within the meaning of the Act. 

Pending Commission action on the Sierra/Portland General transaction or 
issuance of a final order on the instant Application, Enron will rely on the good-faith exemption 
granted by Section 3(c) of the 1935 Act as a means of obtaining relief from the QF ownership 
restrictions under the Public Utility Regulatory Policies Act of 1978 ("PURPA"). Briefly stated, 
the regulations under PURPA generally limit an electric-utility holding company to no more than 
50% equity interest in a QF. 1 There is, however, an exception (relied upon by AES) for holding 
companies that are exempt "by rule or order” under Section 3(a)(3) or 3(a)(5) of the 1935 Act? 
The Federal Energy Regulatory Commission (“FERC") has interpreted this language to apply as 
well to entities that have filed a good-faith application for exemption under Section 3(a)(5) and, 
by extension. Section 3(a)(3) of the 1935 Act Doswell Limited Partnership and Diamond 
Energy, Inc., 56 F.E.R.C. 1161,170 (July 31, 1991) (a copy of the order is attached). 3 

As explained more fully in the Application, Enron believes that it is entitled to an 
exemption under either Section 3(a)(3) or 3(a)(5), based on the precedent, the nature of its 
primary nonutility business and the relative and absolute size of its utility operations. Indeed, if 
the Sierra Pacific/Portland General transaction were to fall through, Enron would ask the 
Commission to rule on the merits of the Application. We do not anticipate any problems, 
however, with the Sierra Pacific/Portland General transaction and so, would simply rely on the 
good-faith exemption provided by the instant filing (as it affects Enron’s QF ownership rights), 
pending the outcome of the Commission’s review in File No. 70-9619. 


' A QF cannot be owned by a person primarily engaged in the generation or sale of 
electric power. 16 U.S.C. §796(18)(B) (1996). The PURPA regulations provide that a facility 
"shall be considered to be owned by a person primarily engaged in the generation or sale of 
electric power, if more than 50 percent of the equity interest is held by an electric utility, or 
utilities, or by an electric utility holding company or companies, or any combination thereof." 1 8 
C.F.R. §292.206(b) (1999). 

3 18 C.F.R. §§ 292.206(c)(1) and (c)(2) (1999). 

3 The FERC explained: "Although section 292.202(n) specifically utilizes the phrase 
"rule or order,” reliance on the statutory PUHCA section 3(c) "safe harbor" is not inconsistent 
with our regulations. In our view, treating a pending good faith SEC application differently than 
the SEC "rule or order" language in the regulations concerning granting an exemption would be 
inconsistent with the intent of section 292.202(n).” The FERC noted that it had made a similar 
finding with respect to a company's filing of an application under Section 2(a)(3) of the 1 935 
Act, and the pendency of the exemption from the definition of "electric utility company" during 
the pendency of a good faith application. See Long Lake Energy Corporation, 5 1 F.E.R.C. 
1161,262(1990). 
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To address any concerns during the pendency of this Application, we would offer 
the following additional safeguards for the public interest and the interest of investors and 
consumers so long as Enron continues to own Portland General: 

• Enron, which is currently exempt pursuant to Rule 2 under Section 3(a)(2) of the Act, 
will undertake to continue to file Form U-3 A-2 during the pendency of the exemptive 
Application or until Portland General is divested. 

• Enron will not rely on the temporary good faith exemption to facilitate the growth and 
extension of a holding company system. Once the sale of Portland General is complete, 
Enron will cease to be a 1935 Act-jurisdictional entity and so, will withdraw the instant 
Application. 

• Finally, in the event that the sale of Portland General is not completed in a timely manner 
and if it appeared that it would ultimately be determined that Enron was not entitled to an 
order of exemption under either Section 3(a)(3) or 3(a)(5), Enron would undertake to 
restructure its QF interests within a reasonable time and thereafter withdraw the request 
for exemption. 


* * 


* * * 


We would be happy to meet with you and to provide any additional information. 
If you have any questions, please call me at (202) 986-8281. 


Sincerely 


r 



Enclosures 



Enron Corp. 
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.S. Securities and Exchange Ccmmissio 


Home I Previous Page 

I 


UNITED STATES OF AMERICA 
Before the 


Committee on Governmental Affairs 

EXHIBIT #A-19 


SECURITIES AND EXCHANGE COMMISSION 


Public Utility Holding Company Act of 1935 
Release No. 27574 / October 7, 2002 

ADMINISTRATIVE PROCEEDING 
File No. 3-10909 


In the Matter of 


Applications of Enron Corp. for 
Exemptions Under the Public 
Utility Holding Company Act of 
1935, {Nos. 70-9661 and 70- 
10056) 


ORDER SCHEDULING HEARING PURSUANT TO 
SECTION 19 OF THE PUBLIC UTILITY HOLDING 
COMPANY ACT OF 1935 


Enron Corp. ("Enron"), an Oregon corporation with headquarters at 1400 
Smith Street, Houston, Texas 77002-7361, has filed two applications with 
the Securities and Exchange Commission ("Commission") seeking orders 
exempting Enron from all provisions of the Public Utility Holding Company 
Act of 1935 (the "Act") except section 9(a)(2). Enron represents that it is a 
public utility holding company by reason of its ownership of ail of the 
outstanding voting securities of Portland General Electric Company 
("Portland General"). In one application, Enron requests exemption under 
section 3(a)(1) of the Act. 1 In the other application, Enron requests 
exemption under sections 3(a)(3) and 3(a)(5) of the Act.^ 

We have reviewed the applications. For the reasons described below, we 
conclude that it is appropriate to hold a hearing on Enron’s applications 
before ruling on them. 

An exemption under section 3(a)(1) is available to a public-utility holding 
company if 

such holding company, and every subsidiary company thereof 
which is a public- utility company from which such holding 
company derives, directly or indirectly, any materia! part of its 
income, are predominantly intrastate in character and carry on 
their business substantially in a single state in which such 
holding company and every such subsidiary company thereof 
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are organized. 3 

We cannot, from the face of Enron's application for an exemption under 
section 3(a)(1), determine facts sufficient to conclude that Enron meets the 
statutory criteria. Among other things, we must determine whether 
Portland General is predominantly intrastate in character and carries on its 
business substantially in a single state. 4 That issue is clouded by 
representations in the application that raise questions concerning (1) 
Portland General's 20% ownership stake in the Pacific Northwest Intertie,- 
(2) the extent to which Portland General uses its stake in the Pacific 
Northwest Intertie to facilitate sales of electricity outside of Oregon 
delivered at the Mid-Columbia trading hub, and (3) the percentage of 
Portland General's revenue that is generated through its ownership of a 
station in Colstrip, Montana. 

An exemption under section 3(a)(3) is available to a public-utility holding 
company if 

such holding company is only incidentally a holding company, 
being primarily engaged or interested in one or more 
businesses other than the business of a public utility company 
and (A) not deriving, directly or indirectly, any material part of 
its income from any one or more subsidiary companies, the 
principal business of which is that of a public utility company, or 
(B) deriving a material part of its income from any one or more 
such subsidiary companies, if substantially all the outstanding 
securities of such companies are owned, directly or indirectly, 
by such holding company. 6 

We cannot, from the face of Enron's application for an exemption under 
section 3(a)(3), determine facts sufficient to conclude that Enron meets the 
statutory criteria. To find that these criteria are satisfied, we must 
determine, among other things, that Enron's ownership of Portland General 
bears a necessary functional relationship to, and primarily serves the needs 
of, Enron’s nonutility operations. 2 We must also make determinations 
concerning, among other things, Enron's income derived through Portland 
General in comparison with Enron's other income. 3 Because Enron is 
currently being reorganized under the supervision of the United States 
Bankruptcy Court for the Southern District of New York, and because of 
related disruptions to its business and financial affairs, 2 the record must be 
more fully developed before we can determine whether Enron satisfies the 
3(a)(3) criteria. 

An exemption under section 3(a)(5) is available to a public-utility holding 
company if 

such holding company is not, and derives no material part of its 
income, directly or indirectly, from any one or more subsidiary 
companies which are, a company or companies the principal 
business of which within the United States is that of a public- 
utility company.-- 

We cannot, from the face of Enron's application for an exemption under 
section 3(a)(5), determine facts sufficient to conclude that Enron meets the 
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statutory criteria. An application for exemption under section 3(a)(5) 
requires us to make some of the same determinations as are required for 
an exemption under section 3(a)(3), including determinations about 
relationships between Enron's income derived from Portland General and 
Enron's other income. 11 For the reasons described above, a more fully 
developed record is required to make that determination. In addition, 
determining whether to grant an exemption pursuant to section 3(a)(5) 
requires us to determine whether Enron is the type of holding company to 
which section 3(a)(5) was intended to apply. 

Finally, if a more fully developed record shows that Enron satisfies the more 
specific statutory criteria for any one of the three exemptions discussed 
above, we must nevertheless decline to grant the exemption if we find that 
the exemption would be "detrimental to the public interest or the interest of 
investors or consumers." 1 ^ In this particular matter, in light of the 
acknowledged disruptions to Enron's business and financial affairs, 12 we 
believe that the question of whether an exemption would be detrimental to 
the public interest or the interest of investors and consumers is itself a 
question that should be the subject of a hearing before any exemption is 
granted. 

We also recognize, however, that the question of whether an exemption 
would be detrimental to the public interest or the interest of investors and 
consumers is a question that we need reach only if it first appears that 
Enron satisfies any of the specific statutory criteria for an exemption. We 
therefore conclude that the most efficient way to proceed with a hearing on 
Enron's applications is in two phases. Phase I will be for the limited purpose 
of determining whether Enron satisfies any of the particular statutory 
criteria for an exemption under section 3(a)(1), section 3(a)(3), or section 
3(a)(5) of the Act, and evidence and arguments presented shall be limited 
to those specific questions. Phase II, if the hearing officer determines it to 
be necessary, will be for the purpose of determining whether granting an 
exemption to Enron would be detrimental to the public interest or the 
interest of investors or consumers. 

For the foregoing reasons, 

IT IS ORDERED that a hearing shall be commenced, pursuant to section 19 
of the Act and in accordance with the Commission’s Rules of Practice, 14 at a 
time and place to be fixed by further order, for the purpose of determining 
whether Enron satisfies the statutory criteria for an exemption under 
section 3(a)(1), section 3(a)(3), or section 3(a)(5) of the Act and, if so, 
whether granting such an exemption would be detrimental to the public 
interest or the interest of investors or consumers; 

IT IS FURTHER ORDERED that Commissioner Roel C. Campos shall preside 
as hearing officer at the hearing, shall exercise the authority described in 
Commission Rule of Practice 111, 15 - and shall, pursuant to Commission Rule 
of Practice 360, 15 prepare an initial decision; 

IT IS FURTHER ORDERED that Enron and the Division of Investment 
Management shall be parties to the proceeding and that Enron, as the 
proponent of the exemptive orders it seeks, shall, pursuant to 5 U.S.C. § 
556(d), bear the burden of proving that it is entitled to such exemptive 
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orders; 

IT IS FURTHER ORDERED that any person who seeks to intervene as a 
party pursuant to Rule of Practice 210(b)— shall file a motion to intervene 
with the Secretary of the Commission no later than October 21, 2002, and 
any person who seeks to participate on a limited basis pursuant to Rule of 
Practice 210(c) 14 shall file a motion for leave to participate with the 
Secretary of the Commission no later than 20 days prior to the date fixed 
for the Phase I hearing. A movant shall serve a copy of any such motion 
upon Enron at the address noted above in accordance with Rule 150(c) of 
the' Commission's Rules of Practice, and proof of such service shall be filed 
with the Secretary of the Commission conte mporaneousiy with the motion. 
Any such motion shall state whether the movant seeks to intervene or 
participate for purposes of Phase I only, Phase II only, or both Phases, and 
shall describe the nature and extent of the movant's interest with respect 
each such Phase. Such motions as have already been received concerning 
Enron's applications shall be considered as timely filed in this matter; 19 - 
although movants may supplement those motions in light of this Order if 
such supplements are received no later October 21, 2002; 

IT IS FURTHER ORDERED that, without prejudice to the ability of the 
hearing officer to decide that additional factual or legal issues should be 
considered as part of the hearing in this matter, particular attention should 
be given at the hearing to the questions described above; and 

IT IS FURTHER ORDERED that the Secretary of the Commission shall give 
notice of the hearing by sending copies of this Order by certified mail to 
Enron at the address noted above; that the Secretary of the Commission 
shall mail a copy of this Order to each of the persons that have sought to 
intervene concerning Enron's applications; and that notice to ail other 
persons shall be given by publication of this Order in the Federal Register. 

By the Commission. 


3onathan G. Katz 
Secretary 


Footnotes 

1 SEC File No. 70-10056 (filed Feb. 28, 2002; Amendment No. 1 filed May 
31, 2002). Enron had previously been exempt under section 3(a)(1) by 
virtue of making certain representations on Form U-3A-2, pursuant to Rule 

2 under the Act (17 C.F.R. § 250.2). Enron states that it "is presently 
unable to collect and produce the information required by Form U-3A-2," 
and it therefore seeks an order of exemption rather than exemption by 
operation of Rule 2. 

2 SEC File No. 70-9661 (filed Apr. 12, 2000). At the time that Enron filed 
this application for exemption under sections 3(a)(3) and 3(a)(5), Enron 
was already exempt under section 3(a)(1) by operation of Rule 2. Enron 
nevertheless requested exemption under sections 3(a)(3) and 3(a)(5) 
because an exemption under those provisions (unlike an exemption under 
section 3(a)(1)) would have the effect of affording Enron relief from the 
"qualifying facility" (or ”QF") ownership restrictions under the Public Utility 
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Regulatory Policies Act of 1978 and the rules of the Federal Energy 
Regulatory Commission thereunder. 

a 15 U.S.C. § 79c(a)(l). 

-See NIPSCO Industries, Inc., Holding Co. Act Release No. 26975 (Feb. 10, 
1999). 

5 According to Enron's application, the Pacific Northwest Intertie is a 4,800 
MW transmission facility between the towns of John Day in Northern 
Oregon, and Malin, in Southern Oregon which is near the California border. 
Enron represents that this line is primarily used for interstate sales and 
purchases of electric energy among the Bonneville Power Administration (a 
federal agency that markets electric energy generated by federal 
hydroelectric dams located on the Columbia River in Oregon and 
Washington), utilities in the Pacific Northwest, and certain California 
utilities. 

& 15 U.S.C. § 79c(a)(3). 

-See generally Electric Bond and Share Company , 33 S.E.C. 21, 41-43 
(1952); Standard Oil Company, 10 S.E.C. 1122, 1125-28 (1942); 
Manufacturer’s Trust Company, 9 S.E.C. 283, 288 note 5 (1941); Cities 
Service Co., 8 S.E.C. 318, 329-32 (1940). In its application, Enron asserts 
that it is "only incidentally" a holding company in that its affiliation with 
Portland Genera! has given Enron "insight and access to new business 
opportunities in the broader energy industry," and that Portland General 
has provided Enron with "valuable expertise in evaluating regional electric 
distribution assets that complement Enron's strategy." 

s See, e.g., Cities Service Co., 8 S.E.C. 318 (1940). We must also consider 
whether Portland General is small other than in relation to Enron, which 
requires us to consider Portland General's size in relation to the state, 
regional and national electricity markets in which it operates. Id. 

2 In its application for exemption under section 3(a)(1), Enron has 
acknowledged this disruption, stating that "[ajs a consequence of the 
bankruptcy, the loss of a substantial portion of its staff, and the dismissal of 
its auditor Arthur Andersen LLP, Enron is presently unable to collect and 
produce the information required by Form U-3A-2, including the 
consolidating financial statements of Enron and its subsidiaries for the year 
ended December 31, 2001." 

6 15 U.S.C, § 79c(a)(5). 

— See, e.g., AE5 Corporation, Holding Co. Act Release No. 2/063 (Aug. 20, 
1999); Cities Service Co., 8 S.E.C. 318 (1940). 

-~ 15 U.S.C. § 79c(a). 

— See note 9, supra. 
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— 17 C.F.R. Part 201. 

17 C.F.R. § 201.111. 

~ 17 C.F.R. § 201.360. 

17 C.F.R. § 201.210(b). 
i- 8 -17 C.F.R. § 201.210(c). 

& Motions to intervene have been received from Southern California Edison 
Company (received March 27, 2002), Sithe/In dependence Power Partners, 
L.P. (received April 16, 2002), and the Electric Power Supply Association 
(received April 16, 2002). 


http ://www. sec. gov/ru fes/other/35-27574, htm 


Home | Previous Page Modified: 10/07/2002 
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I Committee on Governmental Affairs 

UNITED STATES OF AMERICA 
BEFORE THE 

SECURITIES AND EXCHANGE COMMISSION 
Enron Corp., Application for Exemption ) 

From the Provisions of the Public Utility ) File No, 070-09961 

Holding Company Act of 1935 ) 

Pursuant to Sections 3(a)(3) and 3(a)(5) ) 

MOTION TO INTERVENE OF 
THE ELECTRIC POWER SUPPLY ASSOCIATION AND 
RESPONSE TO OPPOSITION MOTION FILED BY 
SOUTHERN CALIFORNIA EDISON COMPANY 

Pursuant to Securities and Exchange Commission (“SEC") Rules 154(b) and 210(b), 17 

C.F.R. §§ 201.154(b) and 201.210(b), the Electric Power Supply Association (“EPSA") hereby 

requests that it be given leave to intervene in the above-captioned proceeding, and responds in 

opposition to the Motion to Intervene and Opposition filed by Southern California Edison 

Company (“Edison”) on March 27, 2002. 

I. Background and Statement of Interest 

On April 17, 2000, Enron Corp. (“Enron”) filed an application seeking an SEC order 

finding that Enron is exempt from the provisions of the Public Utility Holding Company Act of 

1935. as amended (“PUHCA”) 1 (other than Section 9(a)(2)), pursuant to PUHCA Sections 

3(a)(3) and/or (3)(a)(5) (“Enron Application” or “Application")! As Enron explained, it is 

currently an electric utility holding company exempt from PUHCA requirements pursuant to 

Section 3(a)(1). It filed the Application seeking a further determination as to its exempt status 

under Sections 3(a)(3) and 3(a)(5) in order to obtain relief from certain Qualifying Facility 

(“QF’) ownership restrictions under the Public Utility Regulatory Policies Act of 1978 

(“PURPA"). Under current PURPA requirements, electric utility holding companies and electric 


1 15 U.S.C. §§ 79c-79z. 

2 15 U.S.C. §§ 79c(a)<3). 79c(aX5). 

1 

DC_DGCSUJ7307.6{W2G00} 
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utilities, as defined under PUHCA, are limited to owning no more than a 50% equity share in a 
OF. 3 This restriction does not apply, however, to a holding company that has been deemed 
exempt by rule or order of the SEC under PUHCA Sections 3(a)(3) or 3(a)(5). 4 

In support of its Application for an exemption under 3(a)(3) and 3(a)(5), Enron presented 
data to support a showing that it was only incidentally a holding company, and that it would not 
derive a material part of its income from its one public utility subsidiary, Portland General 
Electric Company (“Portland General”). Enron presented evidence comparing Enron’s gross 
revenues, operating income, and net assets with that of Portland General, demonstrating that 
Portland General contributed less than 4% to Enron’s gross revenues for each of the two years 
prior to filing the Application. 5 

On March 27, 2002, Edison filed a Motion to Intervene and Opposition to the Enron 
Application (“Edison Motion” or “Motion”). In its Motion, Edison asks the SEC to deny 
Enron’s Application based on the change in circumstances since the time of Enron’s filing (i.e, 
Enron’s recent bankruptcy proceedings and the divestiture of its wholesale trading operations). 
Edison also includes in its filing the unusual request that the SEC deny the application 
summarily, and that it retroactively revoke the standard temporary exemption granted to parties 
who seek an SEC ruling on an exemption. 6 Edison argues that Enron's Application was not filed 
in good faith, and that subsequent modifications to Enron’s reported earnings for the years 1997 


16 U.S.C. §§ 796(17)(C), (1S)(B); IS CJF.R. § 292.206(b). 

18 C.F.R. §| 292.206(c)(1) and (c)(2). 

Cf. AES Carp,, Holding Co. Act Release Nos. 35-27063. 70-9465. 1999 SEC LEXIS 1676 (Aug. 
20. 1999) ("AES D (a contribution of 10.35% to the holding company's adjusted revenues by a 
public utility subsidiary was not material for purposes of a 3(a)(5) exemption). In AES I, the SEC 
also explained that while it may look to a number of inputs to determine what is material under 
PUHCA Sections 3(a)(1). 3(a)(3)- and 3(a)(5), in practice it has relied primarily on gross revenue 
or adjusted gross revenue for its analysis of the public utility's comparative contribution). 

See 15 U.S.C. §79c(c). 


2 
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to 2000 reveal this lack of good faith for the Enron Application when it was originally filed. 
Edison further argues that Enron should not be permitted to rely on the temporary exemption 
provided to good faith applicants under PUHCA Section 3(c). 

Edison states that its purpose in filing the Motion is to resolve questions concerning the 
status of QF projects owned by Enron that currently sell power to Edison pursuant to PURPA. In 
particular, Edison apparently is seeking to use an adverse ruling by the SEC, coupled with an 
adverse determination by the FERC as to the continued QF status of these Enron projects, to 
“establish a breach of the warranties in the Enron Agreements [with Edison] requiring that the 
Enron Projects maintain QF status throughout the terms of the agreements, thereby establishing a 
potential payment refund obligation on the part of the projects.” 7 However, the relief Edison is 
requesting would have much broader impacts on (and do much greater damage to) the energy 
industry than Edison reveals. As discussed below, Edison’s requested action not only is adverse 
to Enron, it could also directly affect any QF project in which Enron is a partial owner, and 
indirectly affect the co-owner’s affiliates. Moreover, as explained below, an adverse ruling 
without time to respond to the change in Enron’s status could have a cascading adverse effect on 
companies who are wholly unaffiiiated with Enron and have no interest in any Enron-owned 
projects. 

EPS A is the national trade association representing competitive power suppliers, 
including independent power producers, merchant generators and power marketers. These 
suppliers, who account for more than a third of the nation’s installed generating capacity, provide 
reliable and competitively priced electricity from environmentally responsible facilities serving 
global power markets. EPSA seeks to bring the benefits of competition to all power customers. 


Edison Morion at 9-10. 
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Many of EPS A’s members are direct or indirect owners of QF projects and other electric 
generating facilities that are currently exempt from many of the restrictions and regulatory 
obligations of PUHCA and the Federal Power Act (“FPA”). Because some of these members 
own QF projects jointly with Enron and/or own QF projects jointly with partners that, in turn, 
jointly own QF projects with Enron, they may be faced with the loss of their QF status as a result 
of an adverse ruling by the SEC in this case. Moreover, because the Edison Motion seeks 
summary action (or even worse, retroactive revocation of a temporary exemption), affected 
projects and co-owners will have no opportunity to address any concerns the SEC might have 
concerning Enron’s 3(a)(3) or 3(a)(5) exempt status. Indeed, Edison’s call for summary action 
may have a cascading effect that could impact numerous other projects and companies. 

Accordingly, EPSA has an interest in participating in this proceeding on behalf of 
independent generators whose exempt, unregulated status could be threatened by Edison’s call 
for precipitous action by the SEC. To be clear, this intervention does not specifically address the 
PURPA issues with which Edison is primarily concerned or the merits of Enron's Application 
with the SEC. Rather, EPSA seeks to leave to intervene in order to protect the interests of 
EPS A's members. EPSA requests that the SEC reject Edison's call for summary or retroactive 
relief of any kind, and that the SEC provide an adequate amount of time for (I) all affected 
parties to effect changes in their ownership structures or regulatory status to maintain their 
compliance with PUHCA, PURPA and the FPA and to comply with any other applicable 
requirements under state and federal law that would result from the SEC’s denial of the Enron 
Application; and/or (2) Enron to address concerns as to its 3(a)(3) or 3(a)(5) exempt status, e.g., 
through consummation of the contemplated sale of Portland General. As explained below, this 


4 
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request for adequate time is consistent with PUHCA's due process and notice requirements, the 
SEC's regulations implementing PUHCA. and the SEC’s historic practice and precedent. 3 

n. Response to Edison’s Opposition and Request for Immediate and 

Retroactive Relief 

A. Edison’s Request for Summary Denial of Enron’s Application and for 

Retroactive Revocation of Enron’s Temporary Exemption Will Have Broad 
Adverse Impacts on the Energy Industry and Is Contrary to the Public 
Interest. 

Edison explains in its Motion that Enron-owned QF projects that sell power to Edison in 
reliance upon Enron's temporary 3(a)(3) and 3(a)(5) exemption may find themselves in breach of 
their power sales agreements if the SEC makes a summary determination that the exemption 
does not apply. EPSA understands that Edison may have intended to focus exclusively on the 
QF status of certain Enron QF projects that sell power to Edison. However, Edison ignores the 
many other adverse implications that would result if Edison's requested relief for retroactive 
and/or immediate relief were granted. Granting Edison's requested relief would have widespread 
regulatory complications not only for all of Enron's QF project companies, but also for 
companies that are wholly unaffiliated with Enron. As explained below, these are precisely the 
kinds of adverse impacts that the SEC should avoid. 

The loss of Enron's 3(a)(3) or 3(a)(5) exemption could put at risk the QF status of 
projects in which Enron has a direct or indirect investment and which are not owned more than 
50% by other non-utility upstream owners. For these projects, transforming Enron’s upstream 
interest in the project to an "electric utility" (or "electric utility holding company") interest could 
increase the total equity share of the aggregated electric utility or electric utility holding 


See 15 U.S.C. §79c(c); 17 C.F.R. §250.6; see, e.g,. AES Corp.. Holding Co. Act Release Nos. 35- 
27363. 70-9779. 2001 SEC LEXIS 540 (March 23. 2001) CAES //”). ~ 



726 


company interest to more than 50%. 9 At that point, the project may no longer meet the QF 
ownership requirements. 10 Losing QF status may not only impact the pricing for a QF project's 
power purchase agreements with utilities; the implications for any such loss in QF status could 
have much broader negative implications, including the possible loss of the QF’s exemption 
from PUHCA and various FPA rate requirements. Notably, if Edison’s request for retroactive or 
immediate relief is granted, these entities may have no opportunity to preserve their QF status by 
altering their ownership structure. Moreover, these projects may not have sufficient time (or the 
ability) to alter their regulatory status at the SEC and FERC by obtaining certification as an 
Exempt Wholesale Generator (“EWG”) and FERC’s acceptance of their requested market-based 
rate authority and existing power purchase agreements. 11 

In addition, the loss of QF status for some of these projects may ultimately lead to 
subsequent questions regarding the continued exempt status of numerous intermediate and 
ultimate holding companies. The breadth of the problem may be best understood through real- 
world examples of the potential impact on non-Enron affiliates if Edison’s request were 


Under FERC’s implementing regulations, a QF is deemed to be owned by a person primarily 
engaged in the generation or sale of electric power (and therefore ineligible for QF certification) 
if more than 50% of the equity interest is held by an electric utility or utilities, by an electric 
utility holding company or companies, by a subsidiary of an electric utility or electric utility 
holding company, or any combination thereof. 18 C.F.R. § 292.206(b). 

These QFs may have to seek declaratory orders from FERC that a temporary shift in ownership 
would not violate FERCs QF ownership requirements. 

In addition, summary action based on changed circumstances and/or retroactive revocation of an 
exemption could increase the regulatory risk for any QF that is owned or partially owned by a 
company that relies on a 3(a)(3) or 3(a)(5) exemption to maintain its QF status, as any participant 
in such a project will have to account for the possibility that the SEC could summarily revoke 
their exemptions in the future. 


6 
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granted. 52 EPS A is aware of at least three QF projects which are only partially owned by Enron, 
and rely on Enron’s 3(a)(3) or 3(a)(5) exemption to maintain their QF status: 

(1) Sithe/lndependence Power Partners, L.P., a qualifying cogeneration facility in 
New York, which is owned 60% by Sithe Energies, Inc. (in turn partially owned 
by Exeion Fossil Holdings, Inc.) and 40% by its limited partner, Oswego Cogen 
(wholly owned by Enron) 13 ; 

(2) Victory Garden Phase IV Partnership, a QF co-owned by subsidiaries of the FPL 
Group and Enron (each with a 50% share); 14 and 

(2) Sky River Partnership, a second QF co-owned by subsidiaries of the FPL Group 
and Enron (each with a 50% share). 15 

The immediate loss of QF status upon summary rejection of Enron’s application has PUHCA 
implications for each QF project and each QF project's direct and indirect upstream owners. 
Additionally, there are possible compliance issues with FERC filing and rate requirements and 
for some projects, potential breaches of existing power supply agreements. 56 

In addition, there may be cascading PUHCA implications as a result of summary SEC 
action if a project jointly owned with Enron loses its QF status: 


These projects are provided as examples only, and do not represent the full reach of Enron’s 
interests or partial interests in QF projects. Accordingly, these examples likely represent the tip 
of the iceberg with respect to the unintended consequences of granting Edison’s requested relief. 

See Sithe/lndependence Funding Corp. and Sithe/lndependence Power Partners, L.P., 2001 
Form 10-K at 3. 

See Notice of Self-Recertification filed August 3. 2000 in Docket No. QF9043-003 (relying on 
Enron’s 3(a)(3) and 3(a)(5) exempt status to meet PURPA ownership requirements). 

See Notice of Self-Recertification filed August 3. 2000 in Docket No. QF9 1-59-004 (relying on 
Enron’s 3(a)(3) and 3(a)(5) exempt status to meet PURPA ownership requirements). 

EPSA has been informed that Sithe/lndependence no longer has an obligation to maintain its QF 
status under its wholesale power sales agreements. EPSA has not reviewed the specific 
agreements for the other projects noted, and therefore is unaware of the pricing impacts for those 
other projects of losing QF status. 


7 
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1. If Enron's temporary exempt status under 3(a)(3) and 3(a)(5) is summarily 
revoked, the project’s QF status may be in jeopardy until and unless the project 
can be restructured or one or both owners divest sufficient shares in the project to 
meet the PURPA requirements. 

2. With the loss of its QF status, the project may be considered both an “electric 
utility" and a “public utility” under PUHCA. 

3. If the project company is considered a “public utility”, then each direct and 
indirect upstream owner of 10% or more of the voting equity interests in the 
project may be considered a public utility holding company for PUHCA purposes. 
Under PUHCA, public utility holding companies, even intermediate holding 
companies must register with the SEC under Section 5 of PUHCA or otherwise 
seek an exemption from PUHCA’s registration and other regulatory requirements. 
Edison’s requested relief could therefore subject these companies to retroactive 
violations of PUHCA’s registration and disclosure requirements. 

4. Moreover, ultimate parent holding companies that currently rely on 3(a)(1) or 
3(a)(2) exemptions may have to address questions about whether the ownership of 
these projects would threaten their exempt status, depending, in part, upon the 
materiality of the project’s revenues as a contribution to the holding company 
system revenues. 1 ' 

5. Finally, any other company that co-owns a QF project with another company that 
has, in turn, become a utility holding company as a result of jointly owning a 
project with Enron (and has since lost its QF status), may also become a utility 
holding company, thus continuing the chain reaction to other QF projects and 
their upstream owners. 

The potential damage that the change in PUHCA status could cause to these companies is 
significant. For example. Section 26 of PUHCA provides that every contract entered into in 
violation of PUHCA "shall be void.’’ 15 Moreover, these significant harms would be visited upon 
entities whose good faith reliance on Enron’s temporary exemption is not even in question. 

EPSA assumes that Edison may not have intended to have its requested relief place these non- 
Enron affiliated companies at risk. However, it is precisely these kinds of risks that causes 


See 15U.S.C. §79c(a)(l)-a(2). 
15 U.S.C. §792. 


8 
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EPSA concern, and the SEC should take these illustrative far-reaching adverse consequences 
into account before acting upon Edison's request for relief. 

Ultimately, the summary action requested by Edison will adversely affect numerous 
innocent entities, and will prove more detrimental to the public interest than leaving Enron’s 
exemption intact until affected parties have an adequate opportunity to respond to Enron’s 
potential change in status. The SEC can easily avoid any such harm, and can do so consistent 
with PUHCA’s requirements, by extending Enron’s temporary extension for a reasonable period 
or by granting the exemption conditioned on the divestiture of Portland General. Additionally, 
the SEC can grant the QF projects that relied upon Enron's exemption sufficient time to 
restructure their contracts and regulatory status. 

B. The SEC is Required Under PUHCA to Provide a Minimum Level of Notice 
and Opportunity to Respond to a Proposed Denial of Enron’s Application, 
and Providing Sufficient Time to Cure Deficiencies or to Otherwise Limit the 
Harmful Effects of the Loss of its Temporary Exemption is Otherwise 
Consistent with the SEC’s Historic Practice and Regulations. 

Even if the SEC believes it may be appropriate to deny Enron's Application based on 
Enron's and Portland General's current revenue levels, the SEC cannot and should not grant the 
immediate or retroactive denial of Enron's exemption that Edison seeks. Under PUHCA Section 
3(c), the SEC may only deny or otherwise dispose of an application seeking an exemption after 
providing notice and an opportunity for hearing. 19 Edison tries to avoid this clear directive by 
claiming that Enron's lack of good faith in filing the Application (discussed further in Section 
H.C., infra ) voids the SECs notice obligation. However, Edison does not cite to a single case in 
which the SEC has denied an application without providing this minimum form of due process, 
and after undertaking research on this point, EPSA has been unable to find any cases finding that 

19 EPSA has reviewed the SEC’s public notices, and is not aware of any public notice that the SEC 

has issued relating to the Enron Application. 
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the SEC has done so or has the authority to do so (whether based on a lack of good faith or 
otherwise). 

Moreover, the SEC has routinely allowed applicants time to cure deficiencies prior to 
imposing PUHCA’s extensive registration and reporting obligations, particularly where such 
cures are already in progress and where there has been no showing that allowing such time for 
cure is detrimental to the public interest. For example, in AES //, 20 the SBC granted a Section 
3(a)(5) exemption to an electric utility holding company despite its ownership of public utility 
interests that far exceeded the materiality standard when the application was made (as well as 
when the exemption was granted). The SEC accepted AES's proposal to grant the exemption 
conditioned on the divestiture, within two years, of one of its public utility subsidiaries. Only 
after the divestiture would AES meet the SEC’s threshold requirements for showing a lack of 
materiality under PUHCA Section 3(a)(5). 

As the SEC explained in that case, it can “relaxf] the strict requirements of the Act and 

grantO temporary relief, where ‘the overall consequence ... is to make nearer the ultimate goal 

of compliance.’” 21 Moreover, in looking at the “overall consequences” in AES II, the SEC took 

into account the same regulatory consequences that are at issue here, i.e., the loss of QF status of 

projects owned or co-owned by the applicant: 

It does not appear that the grant of the exemption would be detrimental to the 
public interest or the interest of investors or consumers. Absent such relief. AES 
would be exposed to a significant regulatory disadvantage under PURPA. 22 


Holding Co. Act Release Nos. 35-27363, 70-9779, 2001 SEC LEXIS 540 (2001) ( AES II). 

Id. at *34 (citing Kansas Power and Light Co., Holding Co. Act Release No. 25465 (Feb. 5, 
1992), quoting Electric Bond and Share Co., 33 S.E.C. 21. 32 (1952). citing Kansas City Power 
and Light Co., 32 S.E.C. 749 (1951) (“granting temporary exemption under Section 3(a)(2) to 
permit holding company to eliminate minority interest in newly acquired public-utility 
subsidiary”)). 

Id. 
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The SEC has been similarly circumspect in revoking existing PUHCA exemptions 
despite affirmative findings that a change in circumstance raised a substantial question as to the 
continued propriety of the exemption. In Colonial Gas Energy System,' 3 the SEC began 
revocation proceedings after it found that the company’ s financial statements (filed with the SEC 
under other federal securities laws) “disclosed complexities in the financial structure of Colonial 
(a public utility holding company] . . , which impaired Colonial's ability to raise needed capital 
and adversely affected its operating subsidiaries." 34 Despite this explicit finding, the SEC 
allowed Colonial’s temporary exemption to remain in effect until the company was restructured 
to eliminate the holding company. See also Public Service Co. of Colorado, SEC No-Action 
Letter, 1981 SEC LEXIS 324 (July 30, 1981) (in which the SEC agreed to defer any enforcement 
action against an electric utility holding company despite a possible temporary violation of 
PUHCA, until after the consummation of separate merger transaction and formation of a new 
registered holding company); United Utilities, 1945 SEC LEXIS 732, 20 SEC 496 (1945) 
(granting a PUHCA exemption subject to the condition that the holding company sell its out-of- 
state assets). Indeed, we have been unable to find any case in which an existing exemption was 
revoked without notice and an opportunity to cure or otherwise mitigate the consequences of a 
change in status. 

PUHCA’s implementing regulations also demonstrate an aversion to precipitous action in 
revoking an existing exemption, laying out certain procedural steps that must be followed and 
substantive standards that must be met before an exemption can be revoked. Under Rule 6 of the 
SEC’s implementing regulations, if the SEC has reason to question the continued propriety of an 


Holding Co. Act Release No. 22144. 1981 SEC LEXIS 996(1981). 
Id. at *4. 
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existing exemption, it will issue a letter notifying the company that a substantial issue exists as to 

its claimed exemption and that the exemption will terminate in 30 days." Moreover, the SEC 

cannot revoke an existing exemption unless there is a change in circumstances which renders the 

exemption detrimental to the public interest. While Rule 6 appears to primarily apply to 

instances in which an exemption was granted on a permanent basis, its requirements for notice to 

companies reinforce the SEC's historic practice of providing due process to companies with 

respect to exemptions. Given the unique circumstances at hand (namely, the lack of SEC action 

on an exemption filing for almost two years), the SEC should provide to impacted companies 

and their QF projects adequate notice prior to any possible revocation of Enron's temporary 

exemption. At the very least, the SEC should not prejudice companies as a result of its own 

delay in acting upon Enron's request for an exemption. 36 Enron and other affected parties should 

not be put in a worse position than they would otherwise have been had the SEC acted upon 

Enron's application promptly. Instead, companies implicated by Enron's temporary exemption 

should be allowed the full procedural protection afforded by Section 3(c) of PUHCA and Rule 6. 

C. Edison Has Not Shown that the Exemption Should be Denied, That the 
Application Was Filed in Bad Faith, or Provided Any Other Reason for a 
Summary Decision Revoking Enron’s Temporary Exemption. 

Edison argues that the change in Enron’s position since its Application was filed renders 

Portland General’s contribution to Enron's earnings “material” under the SEC’s historical 

analysis under PUHCA Sections 3(a)(3) and 3(a)(5). However, Edison omits a number of salient 

points regarding the SEC’s approach to granting or denying such exemptions. Most notably, 

Edison fails to appreciate that the SEC regularly considers the overall consequences surrounding 

23 17 C.F.R. §250.6. 

26 Even if the SEC has found reason to deny Enron’s Application shortly after its filing, companies 
would have been able to make informed business decisions based upon the SEC’s decision, rather 
than on Enron's pending temporary exemption. 
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the denial or revocation of an exemption, and typically provides applicants or other affected 
parties time to address underlying deficiencies in an application or to take other steps to limit the 
harm resulting from a change in status. AES //, decided just last year, provides one of the best 
examples of that approach, with the SEC authorizing an otherwise-objectionable acquisition of 
one public utility company (Indiana Power & Light) by an exempt holding company, conditioned 
on its planned divestiture of another public utility (Central Illinois Light Co.). Indeed, the 
argument for granting a conditioned exemption is even more compelling in Enron’s case than it 
was in AES II, since Enron plans to divest virtually all of its public utility holdings with the 
divestiture of Portland General. 

Edison tries to distinguish Enron's situation by arguing that Enron should not have the 
benefit of the Section 3(c) “good faith” exemption, and that summary or retroactive action is 
therefore required. Edison suggests a number of ways that Enron failed to meet the good faith 
standard, claiming that: (1) Enron failed to accurately report net income for the years 1997 - 
2000, leaving it without a credible basis for its Application when filed in April 2000,” (2) Enron 
failed to apprise the SEC of the impact of these adjustments to reported earnings, or of its 
bankruptcy proceedings, on the materiality of Portland General’s contribution to Enron’s 
earnings; 28 and (3) Enron failed to apprise the SEC when the planned sale of Portland General to 
Sierra Pacific Resources, as noted in the April 2000 Application, was abandoned. 29 None of 
these allegations support a decision to deny Enron the benefits of the “good faith" exemption. 

As to Edison’s first suggestion, any errors or other deficiencies in Enron’s reported 
income for the years 1997-2000 has no bearing on the credibility of the Application that Enron 

22 Edison Motion at 15. 

21 Id. at 1-3, 15. 

22 Id. at 15-16. 
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filed in April 2000. As Edison knows, the SEC looks primarily at gross revenue Figures or net 
operating revenues in examining the materiality of a public utility’s contribution to a holding 
company enterprise, not net income. 30 Moreover, as long as Enron had a reasonable basis for 
contending that it met the materiality standard as of April 2000, it is entitled to a good faith 
exemption. 31 As to the second allegation, Enron did apprise the SEC of its expected changes to 
reported earnings as soon as it determined that such changes were appropriate. EPSA is unaware 
of any explicit obligation to continuously update an application for a PUHCA exemption order 
while the SEC considers its ruling (beyond making whatever other disclosures to the SEC are 
required under the federal securities laws). Finally, as to Edison’s third allegation, Enron did not 
rely on the sale of Portland General when it made its Application in April 2000 (presumably 
because it believed it comfortably met the SEC’s requirements for such an exemption at that 
time, with or without divestiture of Portland General). Moreover, Enron has continued m its 
effort to divest Portland General, and currently has a binding agreement and FERC approval for 
the sale of the company to Northwest Natural Gas Company. 32 

In short, Edison has provided no reasonable basis for finding that Enron violated the good 
faith standard, or that any such violation warrants the summary action and retroactive revocation 
of an exemption that Edison demands. As noted above, PUHCA requires an opportunity for 
notice and hearing before an application for an exemption can be denied, and there is no 


See, e.g., AES /at *15 - *18 (explaining that while the SEC may look at a number of inputs to 
determine what is a comparatively “material” contribution under PUHCA Sections 3(a)(1), 
3(a)(3), and 3(a)(5), it has traditionally relied on a comparison of gross revenues and/or gross 
revenues adjusted to net out fuel costs for that piece of its “materiality” analysis). 

See Kaneb Pipe Line Co.. 1968 LEXIS 895. 43 SEC 976 (December 24. 1968) (finding that 
application was filed in good faith as long as applicant had a reasonable basis for contending that 
it had neither control or a controlling interest in a gas utility, despite a greater than 10% voting 
interest and the holding company’s own efforts to gain control of the gas company to promote a 
merger). 

See Northwest Natural Gas Co., 98 FERC $61,134 (2002). 
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indication that the requirement can be avoided based on an allegation of a lack of good faith. 
Moreover, even if the SEC had the discretion to retroactively revoke an exemption under Section 
3 (which it may not have), it is dear that any retroactive actions under PUHCA require that the 
SEC “consider the purpose [such relief] would serve.” 33 Here, retroactively revoking Enron’s 
exemption does not serve any beneficial purpose whatsoever, but would instead undermine 
existing QF contracts, jeopardize the QF status of Enron-owned projects, and threaten the 
exempt status of those projects’ co-owners (and all of their affiliates). The equities in this case 
strongly dictate against providing retroactive relief or otherwise denying Enron the benefits of 
the temporary exemption through immediate and summary denial of Enron’s application. 

Finally, to the extent that Enron’s circumstances have changed since the Application was filed, 
those changes have occuned quite recently (since December 2001), and clearly do not relate 
back to the date that the Application was filed. 


National Propane Corp., Holding Co. Act Release No. 20684. 1978 SEC LEXIS 859 (1978) 
(granting a 3(a)(3) exemption but refusing to predate the grant of that exemption to the date of 
acquisition of the public utility subsidiary). 
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IV. CONCLUSION 

Wherefore, for the foregoing reasons, EPSA requests that the SEC: (1) grant EPSA's 
motion to intervene, (2) reject Edison's request for immediate and retroactive rejection of Enron's 
application, and (3) grant companies that have relied upon Enron's exemption sufficient 
opportunity to restructure their QF projects or the regulatory status of the QF project companies, 
or otherwise extend Enron's temporary exemption for at least one year (or such amount of time 
as the SEC considers reasonable). 

Respectfully submitted. 


Julie Simon, Vice President of Policy- 
Mark Bennett, Senior Manager of Policy 
Electric Power Supply Association 
1401 New York Ave., N.W., Eleventh Floor 
W r ashington, D.C. 20005 


Dated: April 15, 2002 
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EDISON 

An EDISON INTERNATIONAL Company 
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James B. Woodruff 
Senior Attorney 
James. Woodruff@see.cosj 


VIA OVERNIGHT UPS 


April 2, 2002 


Committee on Governmental Affairs 

EXHIBIT #A 20b 


Honorable Magalie R. Salas 
Secretary 

Federal Energy Regulatory Commission 
888 First Street, N.E. 

Washington, D.C. 20426 

Re: Victory Garden Power Partners I, LLC 
ZWHCLLC 

Victory Garden Phase IV Partnership 
Sky River Partnership 
Cabazon Power Partners LLC 


Docket No. 
Docket No. 
Docket No. 
Docket No. 
Docket No. 


0*99-92 

QF87-365 

QF90-43 

QF91-59 

QF95-186 



Dear Ms. Salas: 

Pursuant to Rule 214 of the Commission’s regulations, 18 C.F.R. § 214 (2001), 
enclosed please find an original and fourteen copies of Southern California Edison 
Company’s Motion to Intervene in the referenced dockets. 

Please conform the enclosed extra copy and return it in the enclosed, self- 
addressed stamped envelope. Thank you for your attention to this matter. 



JBWyjh 

Enclosures 


2244 Walnut Grove Ave. Rosemead, California 91770 (626) 302-1924 
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Victory Garden Power Partners I, LLC ) Docket No, QF99-92 

ZWHCLLC ) Docket No. QF87-365 

Victory Garden Phase IV Partnership ) Docket No. QF 90-43 
Sky River Partnership ) Docket No. QF91-59 

Cabazon Power Partners LLC ) Docket No. QF95-186 


MOTION TO INTERVENE OF 
SOUTHERN CALIFORNIA EDISON COMPANY 


Pursuant to Rule 214 of the Rules of Practice and Procedure of the 
Federal Energy Regulatory Commission (“FERC” or “Commission”), 18 C.F.R. 
§ 385.214, Southern California Edison Company (“Edison”) hereby submits 
this Motion to Intervene as a party in the above-referenced proceedings.! 
Edison seeks leave to participate as a party because it is the utility-buyer of 
electricity from the parties providing notice of self-recertification of their 
qualifying facility (“QF”) status in the captioned dockets. The outcome of 
these proceedings may affect Edison’s obligations under long-term power 
purchase agreements with each of the projects. 


1 Although considerable time has elapsed since these dockets were opened, Edison's motion 
to intervene is timely. Notice of self-recertification filings is not given in the Federal 
Register. 18 C.F.R § 292.207(aXiv). As a result, there is no prescribed period for seeking 
leave to intervene. See, 18 C.F.R §§ 385.210, 385.214(bX3). Accordingly, Edison need not 
establish “good cause” although, as set forth herein, there is ample reason to permit 
Edison to intervene as a party at this time. 
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On April 14, 2000, Enron Corp. (“Enron”), filed an application at the 
Securities and Exchange Commission (“SEC”) requesting an exemption under 
Sections 3(a)(3) and 3(a)(5) of the Public Utility Holding Company Act of 1935 
(“PUHCA”). As stated by Enron in its application, Enron is seeking 
exemption under those sections of PUHCA “as a means of obtaining relief 
from the ‘qualifying facility* or ‘QF’ ownership restrictions tinder , . . PURPA ” 
See, 18 C.F.R. § 292.206(c)(1) and (2) (relieving holding companies that are 
exempt under Sections 3(a)(3) or (5) from QF ownership restrictions). The 
SEC has not yet acted on Enron’s application. 

Enron has an upstream ownership interest in each of the generating 
facilities at issue in the referenced dockets. Between August 3, 2000 and 
January 24, 2001, each of the projects filed a notice of self-recertification with 
the Commission advising the Commission of the pendency of Enron's 
application at the SEC for exemption and asserting that “as of April 14, 2000, 
Enron Corp. is deemed not to be an ‘electric utility holding company’ for 
purposes of the ownership limitation under the Commission’s regulations.” 

Since April 14, 2000, Enron has purported to benefit from exemption 
under PUHCA pursuant to Section 3(c), which provides that a holding 
company which makes a “good faith” application for exemption is deemed to 
be exempt during the pendency of its application at the SEC. Further, this 
Commission has determined that it will defer or suspend consideration of QF 
ownership requirements during the pendency of an application for exemption 
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under PUHCA at the SEC. Doswell Limited Partnership, 56 FERC 1 61,170 
(1991). This Commission has taken no further action with respect to the 
notices of self-recertification. 

On March 26, 2002, Edison filed a motion to intervene and opposition 
to Enron’s application for exemption under Sections 3(a)(3) and 3(a)(5) at the 
SEC. A true and correct copy of Edison’s motion to intervene and opposition 
is attached hereto as Exhibit 1. Edison’s March 26 motion and opposition at 
the SEC demonstrate that Enron cannot meet the exemption requirements of 
Section 3(a)(3) and 3(a)(5). As discussed in Edison’s motion, the principal 
inquiry to be made by the SEC is whether the income of Enron’s wholly 
owned electric public utility, Portland General Electric Company (“PGE”), is 
material when compared to the income of its holding company, Enron. 

Because of the dramatic changes in Enron’s financial condition in recent 
months, PGE’s income has become an increasingly material part of Enron’s 
overall income, calling into doubt whether Enron is entitled to an exemption 
under PUHCA. 

Furthermore, Edison’s motion to intervene and opposition at the SEC 
demonstrate that Enron should not be entitled to benefit from the interim 
exemption pursuant to Section 3(c) of PUHCA, which is triggered by the filing 
of an application in “good faith.” Specifically, the massive accounting 
irregularities disclosed at Enron in recent months and the revelation that 
Enron must restate its income for the years 1997 through 2000, raise serious 
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questions concerning whether Enron’s initial application was or can now be 
deemed to have been made in “good faith,” as required by Section 3(c) of 
PUHCA. Based on these developments, Edison has requested not only that 
Enron's application be summarily denied, but that it be dismissed nunc pro 
tunc. 

Edison seeks leave to intervene and to participate fully as a party in 

each of the referenced dockets in order to protect the interests of its 

ratepayiag customers, who ultimately bear the cost of electricity purchased 

by Edison from legitimate QF projects. Failure by a project to maintain QF 

status pursuant to this Commission’s ownership criteria may relieve Edison 

of the obligation to purchase power from the project or affect the price paid by 

Edison for energy and capacity delivered by the project. 

Edison is a California corporation with its principal place of business 

located at 2244 Walnut Grove Avenue, Rosemead, California 91770. It is an 

investor-owned utility and is engaged primarily in the businesses of 

generating, selling and purchasing electric energy in Southern California. 

Edison request that the following person be designated for service on the 

Commission’s service list for these proceedings: 

Russell C. Swartz 
James B. Woodruff 

SOUTHERN CALIFORNIA EDISON COMPANY 
P.O. Box 800 
Rosemead, CA 91770 
(626) 302-1924 


4 



742 


THEREFORE, Edison respectively requests that the Commission 
grant Edison’s motion to intervene as a party in these proceedings. 

Respectively submitted, 



2244 Walnut Grove Avenue 
Rosemead, CA 91770 
(626) 302-1924 

Attorneys for Southern California 
Edison Company 

Dated: April 2, 2002 
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UNITED STATES OF AMERCIA 
BEFORE THE 

SECURITIES AND EXCHANGE COMMISSION 


Enron Corp, Application for Exemption ) 

From the Provisions of the Public Utility ) File No. 070-09661 
Holding Company Act of 1935 Pursuant ) 

Sections 3(a)(3) and 3(a)(5) ) 


MOTION TO INTERVENE AND OPPOSITION OF 
SOUTHERN CALIFORNIA EDISON COMPANY 


Russell C. Swartz 
James B. Woodruff 
2244 Walnut Grove Avenue 
Suite S42 

Rosemead, CA 91770 

Attorneys for Southern California 
Edison Company 

March 26, 2002 
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UNITED STATES OF AMERCIA 
BEFORE THE 

SECURITIES AND EXCHANGE COMMISSION 


Enron Corp, Application for Exemption ) 

From the Provisions of the Public Utility ) File No. 070-09661 
Holding Company Act of 1935 Pursuant ) 

Sections 3<a)<3) and 3(a)(5) ) 

MOTION TO INTERVENE AND OPPOSITION OF 
SOUTHERN CALIFORNIA EDISON COMPANY 

Pursuant to Securities and Exchange Commission (“SEC” or “Commission”) 
Rules 154(a) and 210(b), 17 C.F.R. §§ 201.154(a) and 201.210(b), Southern 
California Edison Company (“Edison”), hereby files this motion to intervene and 
opposition to the application of Enron Corp. (“Enron”) for exemption from the 
provisions of the Public Utility Holding Company Act (“PUHCA” or the “Act”) 
pursuant to Sections 3(a)(3) and 3(a)(5) thereof in the above-captioned proceeding. 1 

L 

INTRODUCTION 

Since its initial filing in April 2000, Enron’s circumstances have changed 
dramatically. As demonstrated below, Enron’s recent bankruptcy filing as well as 
Enron’s divestiture of significant assets, including its wholesale trading business, 
have substantially increased the materiality of the income generated by Enron's 
wholly-owned public-utility subsidiary, Portland General Electric Company (“PGE”) 


1 No date has bees fixed for the commencement of the hearing in this proceeding; therefore this 
motion is timely under 17 C.F.R. § 201.210(c)(1). Edison has not previously sought to intervene 
in this proceeding. The recent change in Enron’s circumstances, as detailed in this motion, 
however, has caused Edison to file this motion. 
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when compared to income generated by Enron’s remaining business. As a result, 
Enron cannot meet the requirements for exemption under Sections 3(a)(3) and 
3(a)(5) of the Act, 

Recent filings by Enron with the Commission also call into question whether 
Enron should continue to benefit from the exemption afforded by Section 3(c) of the 
Act during the pendency of its application. For example, on November 8, 2001, 
Enron made a Form 8-K filing indicating that it would be restating its financial 
statements for the years 1997 through 2000 and that the previous financial 
statements and audit reports for those periods “should not be relied upon,” 
According to the same filing, Enron’s “current assessment” of the necessary 
revisions to its previous financial statements will entail several hundreds of 
millions of dollars of adjustments to Enron’s net income, which, in turn, will 
necessarily affect any analysis of the materiality of PGE’s income when compared to 
Enron's. Taken together, the revelation in recent months of massive accounting 
irregularities at Enron, the concealment of such irregularities for several years, the 
resulting retroactive adjustments to income and Enron’s failure to update and 
correct the record in this proceeding to disclose these matters, cast considerable 
doubt on whether Enron’s initial filing can be said to have been made in “good 
faith.” 

Insofar as its application for exemption under the Act is concerned, Enron 
has been content to leave the Commission completely in the dark concerning these 
changed circumstances. This is undoubtedly because, notwithstanding the obvious 
materiality of PGE’s income when compared to Enron’s overall business in light of 
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these changed circumstances, Enron continues to benefit from the de facto 
exemption accorded by Section 3(c) of the Act. Because this exemption effectively 
insulates Enron and its subsidiaries from any scrutiny by the Federal Energy 
Regulatory Commission (“FERC”) concerning whether Enron violated or is 
now in violation of federal statutes and regulations restricting its ownership 
interest in numerous generation projects, Enron has little incentive to correct 
statements made in its April 2000 application, even though such statements, if 
made today, would be false and misleading. 

Under these circumstances, Edison submits that it is appropriate for the 
Commission to dismiss Enron’s application nunc pro tunc. Alternatively, the 
application should be summarily dismissed, and the Commission should open a 
separate inquiry into whether, in view of all of the circumstances, Enron’s initial 
application was made in “good faith* as required by Section 3(c) of the Act. At the 
very least, it is appropriate for the Commission to schedule hearings concerning 
Enron’s application. Because of the significant public interest at stake in this 
application, Edison further requests expedited treatment of this motion and 
opposition. 
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n. 

FACTUAL AND PROCEDURAL BACKGROUND 
A. Enron’s Application For Exemption . 

On April 14, 2000, Enron filed an application under the Act seeking an order 
finding that Enron is exempt from all provisions of PUHCA (other than Section 
9(a)(2)) pursuant to Section 3(a)(3) of the Act, or, in the alternative, Section 3(a)(5). 
As succinctly stated in its application, Enron is “seeking relief under Section 3(a)(3) 
or 3(a)(5) as a means of obtaining relief from the 'qualifying facility’ or ‘QF 
ownership restrictions ” under the Public Utility Regulatory Policies Act of 1978 
(“PURPA”). App. at 7, emphasis added. Indeed, this was the only reason for 
seeking the exemptions under Sections 3(a)(3) and 3(a)(5) because Enron was 
already exempt under Section 3(a)(1). Id., at 3 and 7. The latter exemption, 
however, does not shield public utility holding companies from the ownership 
restrictions of FERC’s regulations implementing PURPA. 

Enron seeks the exemption requested in its application because, under 
PURPA, a QF cannot be owned by a person that is primarily engaged in the 
generation or sale of electric power. 16 U.S.C. § 796(18Xb). FERC’s regulations 
implementing PURPA provide that a generating facility “shall be considered to be 
owned by a person primarily engaged in the generation or sale of electric power if 
more than 50% of the equity interest is held by an electric utility, or utilities, or by 
an electric utility holding company or companies, or any combination thereof.” 18 
C.F .R. § 292.206(b). A holding company that is exempt “by rule or order” under 
Section 3(a)(3) or 3(a)(5) of the Act, however, is also exempt from the 50% ownership 
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limitation of PURPA and FERC’s implementing regulations. 18 C.F.R § 
292.206(c)(1) and (c)(2). Although the Commission has not yet issued a “rule or 
order" exempting Enron under either Section 3(a)(3) or 3(a)(5) of the Act, Enron has 
nevertheless purported to enjoy the benefit of an exemption from the FERC 
ownership rules since April, 2000 because FERC interprets Section 3(c) of the Act as 
effectively exempting public utility holding companies from the QF ownership 
requirements during the pendency of an application made in “good faith” to this 
Commission. 2 3 

In its application, Enron asserts principally that it is entitled to an exemption 
under both subsections of Section 3(a) because PGE’s gross revenue, as a percentage 
of the total gross revenue of Enron’s business, is de minimis - less than 4% in 1999. 
According to Enron, this percentage fits “comfortably” within the range found 
acceptable by the Commission in a recent decision considering the “materiality” 
consideration common to both subsections (3) and (5) of Section 3(a) of the Act. AES 
Corporation , Holding Co. Act Release No. 35-27063 (Aug. 20 1999) CAES D? As 
shown below, Enron is now well outside this “comfort zone.” 


2 Section 3(c) provides in pertinent part that: 

The filing of an application in good faitk under [Section 3(a)l by a person other than a 
registered holding company shall exempt the applicant from anv obligation, duty, or 
liability imposed in this title upon the applicant as a holding company until the 
Commission has acted upon the application. 

Emphasis supplied. FERC has determined that a “pending 3(a)(5) exemption application is 
equivalent to an SEC ‘rule or order' exempting [such applicants! from the status of a holding 
company under PUHCA,' and has therefore concluded that such an applicant is exempt from the 
QF ownership restrictions during the pendency of the SEC application. Boswell Limited 
Partnership, etc., 56 FERC 61,170, 61,590 (July 31, 1991). 

3 In AES i, the Commission found that an exemption was warranted under Section 3(a)(5) where 
the subsidiary utility’s adjusted gross revenues represented 10.35 % of holding company 
revenues on a consolidated basis. 
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B. Nature And Extent Of Edison’s Interest Ip This Proceeding . 

Enron seeks exemption from the Act under Sections 3(a)(3) and 3(a)(5) 
because of, among other things, its ownership interest in 20 QF projects with long- 
term power purchase agreements with Edison. In the absence of such relief, the 
status of those projects as QFs, and the resulting benefits under the long-term 
contracts, would be called into question. 

1- Implementation Of PURPA In California . 

Edison is an electric utility serving customers in Central and Southern 
California with its headquarters located in Rosemead, California. With a service 
territory encompassing approximately 50,000 square miles and approximately 4.3 
million ratepaying customers, Edison is the seventh largest investor-owned electric 
utility (“IOU”) in the United States. 4 

In the early 1980s, the California Public Utilities Commission (“CPUC”) 
implemented PURPA in California by directing the three major lOUs in California 
to make available several forms of “standard offer” contracts to QF project 
developers. Such contracts typically had terms of 20 to 30 years. Before these 
offers were suspended by the CPUC, more than 600 project developers had entered 
into such contracts with Edison. 5 Edison remains a party to over 300 standard offer 
and nonstandard contracts with QFs at this time. A standard term in each of the 


4 Ranked by sales of electricity in 1999 according to the U.S. Department of Energy. See, 
httni//www.eia.doe.gnv/nei&'rankings/saIesbvu tilitv.htm . 

s See, generally , Re San Diego Gas & Electric, et aL , 68 Cal. P.U.C. 2d 434, 442-4 (D.96- 104336), 
October 9, 1996. which provides a concise overview of the implementation and suspension of 
standard offer PURPA contracts in California. 
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agreements requires that the project maintain its status as a QF pursuant to 
PURPA and FERC’s implementing regulations. 6 

Edison’s long-term contracts with QFs account for approximately 5,000 MW 
of contract capacity and accounted for approximately 23.2 gWh of electricity 
deliveries to Edison in 2001. Since the inception of the PURPA program in 
California, Edison has paid over $30 billion for energy and capacity pursuant to 
contracts with QFs, some $17 billion of which represents “overpayments,” i.e. above- 
market costs associated with certain fixed energy and capacity pricing terms in 
many of the contracts. 7 From May 1, 2002 through the end of the term of the QF 
contracts, Edison estimates additional payments for energy and capacity to QFs of 
approximately $20 billion. 

2. The Enron Agreements . 

On January 6, 1997, Enron acquired Zond Corporation (“Zond”). At the time, 
entities in which Zond, either directly or indirectly, owned an interest were parties 
to 21 long-term power purchase agreements with Edison (the “Enron Agreements”), 
of which 19 were IS04 contracts, governing the sale of electric energy and capacity 


All but one of the projects in which Enron or a subsidiary has an interest (discussed infra ) are 
interim Standard Offer 4 CIS04”) contracts. Section 4.4.12 of IS04 prorides “The Seller 
warrants that the Generating Facility meets the requirements of a Qualifying Facility as of the 
effective date of this Contract and continuing through the Contract Term.” See also, Be Pacific 
Gas and Electric Company, 13 Cal P.U.C. 2d 84, 126-128 (D.83-10-093), October 19, 1983 
(discussing contract requirement that projects maintain QF status under FERC regulations). 
Many of the contracts contained two energy pricing periods, known as the First Period and the 
Second Period. Pricing during the First Period was based on a forecast of energy pricing for the 
first half of the contract terms which assumed steadily increasing prices each year. As it turned 
out, the estimates were wildly overstated, resulting in billions of dollars above-market costs, or 
“overpayments,” which ultimately were absorbed by the ratepaying public. 68 Cal P.U.C. 2d, 
infra , at 443. 
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to Edison from various QF projects (the “Enron Projects”). 8 As a result, Enron 
obtained an upstream ownership interest in the QF projects holding contracts with 
Edison. Six months after its acquisition of Zond, Enron acquired a 100% ownership 
interest in PGE and became an electric public-utility holding company. Although 
Enron asserts the existence of an exemption under Section 3(aXl) of the Act 
(exempting holding companies when the public utility operations are predominantly 
intrastate in scope), Enron did not seek an exemption from the Act under Sections 
3(a)(3) and 3(a)(5) prior to its acquisition of PGE. 9 

The Enron Agreements account for approximately 277 MW of electric 
generating capacity. Each of the standard offer agreements has a 30-year term. 10 
Entered into between June 22, 1984 and April 16, 1985, the Enron Agreements 
expire during the years 2014 through 2021. Under each of the Enron Agreements, 
the seller is paid for energy and capacity delivered to Edison. In the 19 standard- 
offer contracts, the energy rate is presently based on the short-run avoided cost of 
energy (“SRAC”), a variable value that is determined periodically by the CPUC as 
part of its continuing implementation of PUEPA and updated on a monthly basis. 
The capacity rate is based on a forecast of capacity values from the early 1980’s that 


8 One of these contracts was terminated in July 1997 pursuant to a settlement agreement with 
Edison. Sis of the projects were co-owned by partnerships in which Zond and Florida Power & 
Light ( a public utility holding company) held interests dating to transactions cons umm ated in 
1989 and 1990. As a result of Enron's acquisition of Zond, the six projects were effectively owned 
100%, directly or indirectly, by a combination of public utility holding companies. As discussed, 
infra, n. 9, Enron attempted to address this ownership issue through a transaction intended to 
m i nim ize the appearance of joint ownership by the two holding companies. 

9 During the period between its acquisition of PGE on July 1, 1997 and the Sings of the instant 
Application on April 2000, it appears that Enron attempted to avoid the ownership restrictions 
under PURPA through a series of convoluted transactions apparently intended to minimize the 
appearance of Enron’s substantial ownership interest in the subject projects. 

10 The one non-standard contract has a 20-year term and ends in November 2004. 
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is now substantially overstated, resulting in above-market capacity payments. 11 

As a result of the energy crisis in California, Edison and the Enron Projects 
recently entered into a series of agreements which provide, among other things, 
that upon the occurrence of certain conditions, Edison will pay the Enron Projects 
for energy at a fixed rate of 5.37 cents/kWh for a period of five years commencing on 
May 1, 2002. 12 Assuming that such conditions have been satisfied and that the five- 
year fixed-pricing period commences, pricing will revert to SRAC as determined by 
the CPUC at the end of the five-year period. Based on Edison’s current projections, 
the priee of energy paid by 

Edison under the Enron Agreements will exceed forecast market prices during the 
five-year fixed-pricing period by a total of approximately $114.3 million. This 
“overpayment” will ultimately be borne by Edison’s ratepaying customers. 

If the Commission were to deny the instant application for exemption, Enron 
would not have the benefit of the effectively automatic exception to the ownership 
rules set forth in 18 C.F.R § 292.206(c)(1) and (c)(2) with respect to the Enron 
Projects in which Enron owns, either directly, or indirectly, a 50 % or greater 
interest. Whether the Enron Projects would then meet the ownership status 
restrictions of PURPA and FERC’s implementing regulations would need to be 


11 FERC's regulations define “avoided cost” as the “incremental costs to an electric utility of electric 
energy or capacity or both which, but for the purchase from the qualifying facility or qualifying 
facilities, such utility would generate itself or purchase from another source.” 18 C.F.R. § 
S82.101(cX6). 

u Edison reserves all rights concerning these agreements and the underlying Enron Agreements, 
including, but limited to, whether pricing and other terms in such agreements are or will be 
affected by further action of this Commission, FERC and/or the CPUC concerning the 
exemptions sought by Enron in the instant application, or otherwise. 
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determined by FBKC. 13 A determination by FERC adverse to Enron would 
establish a breach of the warranties in the Enron Agreements requiring that the 
Enron Projects maintain QF status throughout the terms of the agreements, 
thereby establishing a potential payment refund obligation on the part of the 
projects. Order Instituting Ridemaking No. 2 , 10 Cal. P.U.C. 2d 553, 596-599 (D.82- 
12-115), December 30, 1982. 

in. 

ARGUMENT 

A. Enron Cannot Meet The Requirements For Exemption Under Section 

3(a)(3) and 3(a)(5) . 

As indicated by Enron in its application, a common element of the 
exemptions afforded by Sections 3(a)(3) and (5) is the requirement that the holding 
company not derive “directly or indirectly, any material part of its income from any 
one or more subsidiary companies, the principal business of which is that of a public 
utility company .” M Enron cannot meet this test, and therefore, its application for 
exemption under both subsections of Section 3(a) of the Act must be denied. 

In the Commission’s most recent decisions addressing the issue of materiality 
under subsections (3) and (5), the Commission compared the relative size of the 
holding company and the subsidiary utility based on the gross revenues, operating 


13 In a number of open FERC dockets concerning QF ownership status, Enron has advised FERC 
that it need not take further action because of the pendency of Enron’s application for exemption 
before this Commission. 

14 AES l (“Since the 3ame language ('material part of its income’’ appears in all three exemptions 
involving the relative sire criteria of an applicant’s public-utility subsidiaries, ... it obviously 
makes sense to take a consistent approach to the interpretation of this language”). 
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income and net assets of the two companies. In AES 1, the Commission concluded 
that the public utility subsidiary (CILCO) had contributed 10.35 % of the holding 
company’s adjusted revenues, a contribution level which the Commission found 
acceptable under all of the circumstances. The Commission was also persuaded 
that the percentage was declining over time. In a subsequent Commission decision 
concerning AES, however, the Commission concluded that AES’ acquisition of a 
second utility (EPL) would result in the combined gross revenues, net operating 
income and net income of 3PL and CILCO (16.94%, 14.20% and 15.99%, 
respectively) exceeding a permissible percentage of these values for AES. AES 
Corporation, Holding Co. Act Releases Nos. 35-27363 and 70-9779 (March 23, 2001) 
CAES 2”). w 

In its application, Enron asserts that for the reporting years 1998 and 1999, 
PGE contributed “less than 4%” of Enron’s gross revenues. That situation has 
clearly changed. On December 2, 2001, Enron filed for protection under the 


- In ASS 2, the Commission granted “temporary relief” to AES by allowing an exemption under 
Section 3(aX5) conditioned upon AES' divestiture of CILCO within two years of the date of 
dosing of the transaction pursuant to which AES proposed to acquire IPL. Enron may assert 
that it, too, should be granted “temporary relief because of a pending sale of PGE to Northwest 
Natural Gas Company ("NNG”). Enron’s application shouid be distinguished, however, for a 
number of reasons. First, AES sought approval by the Commission of an exemption as part of its 
closing with IPL; by contrast, Enron did not seek such approval until almost three years after 
acquiring PGE, and has failed to advise the Commissioa of the pending sale to NNG. 
Furthermore, Enron’s application has already been pending for almost two years, during which 
time it has benefited from the interim exemption afforded by Section 3(c) of the Act Moreover, 
during this period, Enron had more than ample time to accomplish a sale of PGE, and in fact 
advised the Commission that it had executed a sale agreement with Sierra Pacific Company as a 
part of its initial application, although it did not expressly reiv on the sale as a basis for seeking 
an exemption. Enron failed to advise the Commission that the sale agreement with Sierra 
Pacific has terminated. Finally, Edison notes that the NNG sale may be burdened by Enron's 
recent bankruptcy filing. Neither the Oregon Public Utilities Commission nor the Washington 
Utilities and Transportation Commission have approved the transaction. Furthermore, ia a 
Form S-K filing by NNG on February 7, 2002, NNG staled that if it determines that PGE is 
exposed to liabilities in connection with Enron's bankruptcy that have a material adverse effect 
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bankruptcy laws. In Re Enron Corp., et. al.. United States Bankruptcy Court Case 
No. 01-16034 (AJG) (filed December 2, 2001 in the Southern District of New York) 
('‘Enron”). On January 18, 2002, the Court in Enron issued an order approving the 
terms and conditions of licensing and sales agreements concerning the sale of 
Enron’s entire wholesale trading business to UBS Warburg. On February 14, 2002, 
Enron filed an 8-K briefly describing the sale of its wholesale trading business and 
providing a copy of the “master agreement” governing the sale. Based on these 
documents and Enron’s most recent 10-K filing, it can be concluded that Enron’s 
gross revenues will decline by at least 90%, while it may also be safely assumed 
that PGE’s gross revenues will remain relatively unchanged. 

In 2000, Enron’s wholesale services “segment” accounted for over 90% of its 
reported gross revenues of $100,789, 000, 000. 16 During the same period, the 
transportation and distribution “segment” of Enron’s business (which includes PGE) 
accounted for $2,742,000,000 of gross revenues of which $2,253,000,000 was 
attributed to PGE operations. 17 Eliminating the very large revenues attributable to 
Enron’s wholesale services segment from the previously reported gross revenues for 
Enron’s entire business necessarily results in the revenues attributable to PGE 
operations constituting a substantially higher percentage of Enron’s resulting, 
diminished gross revenues. In 2000, the last year for which Enron filed a 10-K, 


PGE, NNG may choose aot to acquire PGE. NNG further indicated that the existence of such 
liabilities could result in NNG being unable to secure financing. 

16 Enron’s 10-K filing for 2000 breaks its business into several “segments’ and reports revenue 
separately for each such segment. It appears that the “wholesale services” segment described in 
the 10-K filing is the same as the “wholesale trading business’ sold to UBS Warburg, and 
described in the February 14, 2002 S-K filing. 

17 Compare Enron’s 2000 10-K with PGE’s 2000 10-K, which itemize the same gross revenue 
amount. 
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eliminating $93 billion of revenues attributable to Enron's wholesale services 
segment would result in PGE’s gross revenues representing over 26% of Enron s 
gross revenues in 2000. 

PGE’s operation over the last six years has yielded fairly level values for 
annual operating revenues, NOI and net income. For the six-year period ending 
December 31, 2000, PGE averaged gross operating revenues of $1,385,830,000. For 
the last reported fiscal year, 2000, however, PGE’s gross operating revenue 
increased by almost $1 billion over the average and over the preceding year, to 
$2,253,000,000. For the same six-year period, PGE’s net operating income averaged 
$205,830,000, and its net income averaged approximately $125 million. Based on 
PGE’s 10-Q flings for 2001, PGE’s gross revenues, NOI and net income are 
consistent with the preceding six-year average. 

It is reasonable to assume that PGE’s operations have been relatively 
unaffected by Enron’s crisis - PGE still has the same retail and wholesale customer 
base, the same operating assets and a regulated rate of return. It is also reasonable 
to conclude that such values will remain fairly constant going forward. On the 
other hand, given Enron’s bankruptcy filing and likely continuing sales of Enron 
operating assets, 18 it is reasonable to conclude both that Enron’s gross revenues will 
continue to decrease (at least in the near term) and that PGE’s revenues therefore 
will become an increasingly material percentage of Enron’s income over time. 19 

18 For example, on March 21, 2002, Sempra Trading, the wholesale commodity trading subsidiary 
of Sempra Energy, announced the acquisition of Enron Metals and Commodity Corp. for $43.5 
million in cash, subject to final audit and bankruptcy court approval. 

19 The foregoing analysis also supports the conclusion that the second consideration for Section 
3(a)(3) exemption - that the utility operations are only “incidental” to the holding company's 
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Indeed, it appears likely that PGE revenues will substantially dominate Enron’s 
revenues as farther Enron assets are divested. 

B. Enron Should Not Have The Benefit Of The Section 3fc) “Good 
Faith” Exemption . 

Recent disclosures concerning Enron’s finances and accounting practices also 
call into question whether its initial filing in April 2000 can be considered to have 
been made in “good faith.” As noted above, in its November 8, 2001 8-K filing, 
Enron advised as follows: 

^Enron intends to restate its financial statements for the years ended 
December 31, 1997 through 2000 and the quarters ended March 31 and June 
30, 2001. As a result, the previously issued financial statements for these 
periods and the audit reports covering the year-end financial statements for 
1997 to 2000 should not be relied upoifi^ 

In other words, Enron intends to restate its finan cial statements for every year 

since the acquisition of PGE on July 1, 1997. A press release attached to the 8-K 

states that: 

Enron’s current assessment indicates that the restatement will include a 
reduction to reported net income of approximately $96 million in 1997, $113 
million in 1998, $250 million in 1999 and $132 million in 2000. . . . These 
changes are the result of the retroactive consolidation of JEDI and Chewco 
beginning in November 1997, the consolidation of the LJM1 subsidiary for 
1999 and 2000 and prior year proposed audit adjustments. 

Emphasis added. The potential implications of such adjustments for the 

materiality analysis which must be conducted by the Commission in connection 

with Enron’s pending application are enormous. 


business - cannot be met. With the divestiture of Enron's wholesale energy services segment, 
the PGE operations must sow be viewed as a core business for Enron, not as merely “incidental’ 
to other operations. 
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The adjustments currently contemplated for 1997 will yield net income for 
Enron of $9 million compared to net income for PGE of $126 million during the 
same year. In other words, the public utility subsidiary’s net income was U times 
greater than the holding company's! Although somewhat less dramatic, the 
proposed adjustments for 1998 and 1999 also yield startling results which cannot 
pass muster under the materiality criteria established by the Commission in AES 1 
and AES 2. The adjustments to net income contemplated by Enron’s November 9, 
2001 8-K for 1998 and 1999 would yield adjusted net income for those years of $590 
million and $643 million respectively. PGE’s net income for those years was $137 
minion and $126 million respectively, meaning that PGE net income, as a 
percentage of Enron net income was 19.59% in 1999 and 23.22% in 1998. 

Enron’s application must be read as if these highly unusual retroactive 
adjustments had been made at the time of its initial filing on April 14, 2000. Had 
Enron’s true financial condition been disclosed fully in 1997, 1998 and 1999, 

Enron’s April 2000 application would not then have been credible. It would be 
inequitable to permit Enron to benefit from its own failure to make full and 
appropriate disclosures during the years leading up to its April 2000 filing, much 
less to profit from its repeated failure to disclose material changes in circumstances 
after the filing, such as the failure of the Sierra Pacific sale and the divestiture of its 
wholesale trading business. Unless the Commission dismisses the application nunc 
pro tunc , however, that is precisely what will happen because of Section 3(c) and 
FEEC’s interpretation of Section 3(c). Section 3(c) was clearly intended to apply 
only to “good faith” filings, not those which are rendered misleading by the 
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applicant’s failure to make required disclosures or to supplement its filings to 
account for materially changed circumstances. 

IV. 

CONCLUSION 

WHEREFORE, Edison respectfully requests that the Commission either (1) 
deny Enron’s application for Section 3(a)(3) and 3(aX5) exemption under the Act 
nunc pro tunc; (2), in the alternative, summarily deny Enron’s application and open 
an appropriate investigation or other proceeding to ascertain whether Enron’s April 
14, 2000 application was filed in “good faith” within the meaning of Section 3(c) of 
the Act; or (3) in the alternative, schedule expedited hearings concerning Enron’s 
application. Because of the unique circumstances described herein, and because of 
the significant public interest entailed in a prompt resolution of Enron’s exemption 
status, Edison also requests expedited treatment of this motion and opposition. 



Rosemead, CA 91770 


Attorneys for Southern California 
Edison Company 
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CERTIFICATE OF SERVICE 


I hereby certify that, on this 26 th day of March 2002, 1 have served the 


foregoing document upon the Applicant’s designated representatives in this 



Enron Corp. 

1400 Smith Street, E.B. 4859 
Houston, Texas 77002-7361 

Joanne Rutkowski 

LeBoeuf, Lamb, Greene & MacRae, L.L.P. 
1875 Connecticut Avenue, N.W. 
Washington D.C. 20009-3728 


LW020650038 
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CERTIFICATE OF SERVICE 


I hereby certify that I have this day served the foregoing MOTION TO 
INTERVENE OF SOUTHERN CALIFORNIA EDISON COMPANY upon 
each person designated on the official service list compiled by the Secretary 
in these proceedings. 


Dated at Rosemead, California, this 2' 



“jjday of April, 

du 



Woodruff 

SOOTH^ItN CALIFORNIA EDISOfr COMPANY 

2244 Walnut Grove Avenue 
Post Office Bos 800 
Rosemead, California 91770 
Telephone: (626) 302-1924 


LWQ20910017 
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Service List Corqf99-92 

VICTORY GARDEN POWER PARTNERS I LLC 


Principal/Party Name/Address 

VICTORY GARDEN POWER PARTNERS I LLC 


VICTORY GARDEN POWER PARTNERS I LLC 


VICTORY GARDEN POWER PARTNERS 1 LLC 


Representative Name/Address 

Adam Wenner 
ENRON WIND CORP 
1455 Pennsylvania Ave NW 
Washington, DC 20004-1008 

Adam Wenner 
Vinson & Elkins L.L.P. 

1455 Pennsylvania Ave NW 
Washington, DC 20004-1008 

ADAM S. UMANOFF 
ENRON WIND CORP 
444 S Flower St 
Los Angeles, CA 90071-2901 
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Service List for QF90-43 

VICTORY GARDON PHASE IV PARTNERSHIP 


Principai/Party Name/Address Representative Name/Address 

ROBERT H. GATES SR. V. P. 

VICTORY GARDEN PHASE IV PARTNERSHIP 
A CALIFORNIA GENERAL PARTNERSHIP 
i 3000 Jameson Rd 
Tchachapi.CA 93561-8157 
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Service List for QF91-59 
SKY RIVER PARTNERSHIP 


Principal/Party Name/Address 

SKY RIVER PARTNERSHIP 


Representative Name/Address 

James B Vasite 

Steptoe & Johnson 

1500 K Street, NW Sutie 450 

Washington, DC 20005-1272 


KENNETH C. KARAS PRESIDENT 
SKY RIVER PARTNERSHIP 
POBox 1910 

Tehachapi.CA 9358 1-59 10 


Chief of Engineers 
US Army Corps of Engineers 
Office of the Chief of Engineers 
20 Massachusetts Ave NW 
Washington , DC 20314-0001 

CHIEF, FOREST SERVICE 

US Department of Agriculture 

14TH STREET & INDEPENDENCE AVENUE S.W. 

OGC - ROOM 4636 - SOUTH BUILDING 

Washington , DC 20250-0001 

OFFICE OF THE SECRETARY OTH 

US Department of the Interior 

1849 C STREET. N.W., MS 2430 

OFFICE OF ENVIRON. POLICY & COMPLIANCE 

Washington , DC 20240-0001 

WILLIAM SHOPE 
US Geological Survey 
MAIL STOP 405 
12201 Sunrise Valley Dr 
Reston . VA 20192-0002 


KENNETH C. KARAS PRESIDENT 
ZOND SYSTEMS INC 
1300 JAMESON ROAD 
TEHACHAPI . CA 


James B Vasile 

Steptoe & Johnson 

1500 K Street NW Sutie 450 

Washington, DC 20005-1272 
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Service List for QF95-186 
CABAZON WIND DEVELOPERS 

Principal/Party Name/Address Representative Name/Address 


CABAZON POWER PARTNERS LLC 


Adam Wenner 
Vinson & Elkins L.L.P. 

1455 Pennsylvania Ave NW 
Washington, DC 20004-1008 

JOHN S. DECKER 
Vinson & Elkins L.L.P, 

THE WILLARD OFFICE BUILDING 
1455 Pennsylvania Ave NW 
Washington, DC 20004- 1008 

SHARON L. TAYLOR 
ARNOLD & PORTER 
555 12th St NW 
Washington, DC 20004-1200 


CABAZON POWER PARTNERS LLC 


CABAZON POWER PARTNERS LLC 


ADAM S..UMANOFF 
ZOND DEVELOPMENT CORP 
POBox 1910 

Tehachapi.CA 9358 1-59 10 
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Service List for qf87-365 
ZOND SYSTEMS INC 


Principa I/Party Name/Address 

STEPHEN E. PICKETT 
Southern California Edison Company 
PO Box 800 

Rosemead , CA 91770-0800 


KENNETH C. KARAS PRESIDENT 
ZOND SYSTEMS INC 
1 300 JAMESON ROAD 
TEHACHAPI.CA 


ZOND W1NDSYSTEMS HOLDING CO 


Representative Name/Address 

Kevin J Lipson 
Hogan & Hartson, L.L.P. 

Columbia Square 
555 1 3th St NW 
Washington. DC 20004-1 109 


Adam Wenner 
Vinson & Elkins L.L.P. 

1455 Pennsylvania Ave NW 
Washington. DC 20004-1008 


KENNETH C. KARAS PRESIDENT 
ZOND WINDSYSTEMS HOLDING CO 
1300 JAMESON ROAD 
TEHACHAPI.CA 


ADAM S. UMANOFF 
Morrison & Foerster 
555 W 5th St Ste 3500 
Los Angeles, CA 90013-1080 
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May 28, 2002 


James B. Woodruff, Esq, 

Senior Attorney 

Southern California Edison Company 
P.O. Box 800 

Rosemead, California 91770 
Dear Mr, Woodruff: 

On April 3, 2002, you filed on behalf of Southern California Edison Company (So Cal 
Edison) a motion to intervene in the following proceedings involving notices of self- 
recertification of certain qualifying facilities (QFs) under the Public Utility Regulatory 
Policies Act of 1978: 


Victory Garden Power Partners I, LLC 
ZWHCLLC 

Victory Garden Phase IV Partnership 
Sky River Partnership 
Cabazon Power Partners LLC 


Docket No. QF99-92 
Docket No. QF87-365 
Docket No. QF9G-43 
Docket No. QF91-59 and 
Docket No. QF95-186 


Please be advised that there is no pending proceeding involving these notices of self- 
recertification, and thus there is no pending proceeding in which to intervene. However, 
it appeals that your pleading may constitute a petition for declaratory order concerning the 
QF status of these facilities. If that is your intention, please remit within 15 days of the 
date of this letter the requisite fee for such filings of $16,530, pursuant to 18 C.F.R. 

§ 38 1 .302(a) of the Commission's Regulations, along with a statement that you wish for 
the Commission to process your April 3, 2002, pleading as a petition for declaratory 
order. If it is not your intention to file a petition for declaratory order, your April 3, 2002, 
pleading will be deemed withdrawn. 


/SScerely, 

)/M/ 


die R. Salas 
Secretary 
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SOUTHERN CALIFORNIA 

EDISON 


An EDISON INTERNATIONAL Cotnpuny 




JarncpWoodruff @sc 




July 1, 2002 KCiitfOM ?"~3y 

^-■‘■iissiex 


Magalie R. Salas 
Secretary 

Federal Energy Regulatory Commission 
888 First Street, N.E. 

Washington, D.C. 20426 


ORIGINAL 


Re; 


Victory Garden Power Partners I, LLC 
ZWHCLLC 

Victory Garden Phase IV Partnership 
Sky River Partnership 
Cabazon Power Partners LLC 


Docket No. QF99-92 
Docket No. QF87-365 
Docket No. QF90-43 
Docket No. QF91-59 
Docket No. QF95-186 


Motion to Intervene of Southern California Edison Company, 
Filed April 3, 2002 


Dear Ms. Salas; 

This will acknowledge receipt of your letter dated May 28, 2002. 

The principal purpose of the Motion to Intervene filed by Southern California 
Edison Company (“Edison”) in the referenced dockets on April 3, 2002 (“Motion”) was 
to advise the Commission of Edison’s motion to intervene and opposition filed on 
March 26, 2002 at the Securities and Exchange Commission (“SEC”) with respect to 
the April 2000 application by Enron Corp. (“Enron”) for exemption pursuant to 
Sections 3(a)(3) and (5) of the Holding Company Act. Edison took this action because 
it did not appear that Enron had updated any of its filings at either the SEC or this 
Commission to account for the change in circumstances discussed in Edison’s motion 
to intervene and opposition at the SEC, a copy of which was attached to Edison’s 
Motion. 


Inasmuch as Enron has previously advised the Commission in its self- 
certification filings in the referenced dockets that it is in compliance with the 
Commission’s QF ownership standards of the Commission’s regulations by virtue of its 
pending application at the SEC, Edison believes that it was, and remains, material 
that the SEC now has before it substantial evidence of changed circumstances that 
may affect the status of the claimed exemption, not only under Sections 3(aX3) and (5) 
of the Holding Company Act, but also under Section 3(c) thereof In view of the 
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Magaiie R. Saias 
Secretary 
Page 2 
July 1,2002 

materiality of Enron’s exemption status under Sections 3(a)(3) and (5) of the Holding 
Company Act and of representations made in the referenced dockets for purposes of 
considering Enron’s self-certification filings, Edison believed that the Commission 
should be aware of the status of the SEC proceedings, and moved to intervene in the 
referenced dockets for that limited purpose. 

On June 25, 1 spoke with S. L. Higgenbottom of the General Counsel’s office and 
confirmed that Edison does not intend to file a petition for declaratory order with 
respect to the referenced projects at this time in view of the pending application for 
exemption at the SEC. During this conversation, Mr. Higgenbotton also confirmed 
that is not necessary for Edison to formally withdraw its motion and that, although 
the motion will not be acted upon by the Commission for the reason set forth in your 
letter dated May 28, 2002, Edison’s filing will nevertheless remain a part of the 
Commission’s official, public file in the above-referenced dockets. 

Naturally, Edison assumes that the subject wind energy projects will promptly 
bring to this Commission’s attention any changes in their claimed qualifying status 
whether resulting from action taken by the SEC based on Edison’s pending opposition 
to Enron’s application for exemption at the SEC or for other reasons. 

Should you have any questions concerning the foregoing, please do not hesitate 
to contact the undersigned. 


Very truly yours. 



JBWjjJi:I.W021510C32 

cc: Service List 

Catherine Fisher (SEC) 
Lars E. Bergmann 
Susan J. Kappelman 
Russell C. Swartz 
J. Eric Isken 
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Committee mi Governmental Aft'ni 

EXHIBIT #A-21 


May 28, 2002 


James B. Woodruff; Esq. 

Senior Attorney 

Southern California Edison Company 
P.O. Box 800 

Rosemead, California 91770 


Dear Mr. Woodruff: 

On April 3, 2Q02, you filed oa behalf of Southern California Edison Company (So Cal 
Edison) a motion to intervene in the following proceedings involving notices of self- 
recertification of certain qualifying facilities (QFs) under the Public Utility Regulatory 
Policies Act of 1978: 


Victory Garden Power Partners I, LLC 
ZWHCLLC 

Victory Garden Phase IV Partnership 
Sky River Partnership 
Cabazon Power Partners LLC 


Docket No. QF99-92 
Docket No. QF87-365 
Docket No. QF90-43 
Docket No. QF91-59 and 
Docket No. QF95-186 


Please be advised that there is no pending proceeding involving these notices of self- 
recertification, and thus there is no pending proceeding in which to intervene. However, 
it appears that your pleading may constitute a petition for declaratory order concerning the 
QF status of these facilities. If that is your intention, please remit within 1 5 days of the 
date of this letter the requisite fee for such filings of $16,530, pursuant to 1 8 C.F.R. 

§ 38 1 J 02(a) of the Commission’s Regulations, along with a statement that you wish for 
the Commission to process your April 3, 2002, pleading as a petition for declaratory 
order. If it is not your intention to file a petition for declaratory order, your April 3, 2002, 
pleading will be deemed withdrawn. 


/Si&cerely, 

Mdgalie R. Salas 
Secretary 
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I Committee on Gim rumeiital Affair. 

EXHIBIT #A-22 


UNITED STATES OF AMERICA 
FEDERAL ENERGY REGULATORY COMMISSION 


Before Commissioners: Pat Wood, in. Chairman; 

William L. Massey, Linda Breathitt, 

And Nora Mead Brownell. 

Investigation of Certain Enron-Affiliated QFs DocketNos. EL03-17-000 

Zond Windsytems Holding Company QF87-365-005 

Victory Garden Phase IV Partnership QF90-43-004 

Sky River Partnership QF91-59-005 


ORDER INITIATING INVESTIGATION AND HEARING 
(Issued October 24, 2002) 

I . In this order we initiate an investigation into Enron Corporation (Enron) and its 
ownership of three associated small power production facilities. 1 Each of the facilities is 
a wind farm affiliated with Enron. Each submitted an application in 1997 for 
recertification as a Qualifying Facility (QF) under the Public Utility Regulatory Policies 
Act of 1978 (PURPA). On the basis of those applications for recertification, the 
Commission recertified the facilities as QFs. It has come to the attention of the 
Commission that in criminal and civil proceedings in the United States District Court for 
the Southern District of Texas, the United States of America through its Department of 
Justice, and the United States Securities and Exchange Commission (SEC), have alleged 
that in 1997 Enron improperly retained QF benefits for these facilities by fraudulently 
transferring its ownership in the QFs to partnerships indirectly controlled by Enron. In 
this order, we are setting for hearing the issue of whether the three facilities in fact 
satisfied the statutory and regulatory requirements for QF status following the 1997 
transfer of ownership interests in the facilities. This order benefits customers by assuring 
that generating facilities fairly and accurately disclose all relevant information in seeking 
the benefits of QF status before the Commission. 

Background 


’The three small power production facilities are: Zond Windsytems Holding 
Company (Zond Windsystems), Victory Garden Phase IV Partnership (Victory Garden), 
and Sky River Partnership (Sky River). 
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Statutory and Regulatory Background 

2. The Public Utility Regulatory Policies Act of 1978 (PURPA) was designed to 
lessen the country's dependence on foreign oil. Congress believed that increased use of 
non-utility energy resources would reduce the demand for traditional fossil fuels. See 
FERC v. Mississippi . 456 U.S. 742, 750-51 (1982) (citing legislative history of PURPA). 
In passing PURPA, Congress identified two major obstacles that had served in the past to 
stifle non-utility powerplant development: (I) the reluctance of traditional electric 
utilities to purchase power from and sell power to non-traditional utilities; and (2) the 
substantial burdens of pervasive federal and state regulation. Congress in PURPA sought 
to remove these obstacles. 

3. As directed by Congress in Section 210(a) of PURPA, 16 U.S.C. § 824a-3(a), -3(b) 
(1994), the Commission prescribed regulations designed to encourage the development of 
cogeneration and small power production. As directed by Congress, the Commission's 
regulations required electric utilities to purchase electricity from and sell electricity to 
QFs. The Commission further required that electric utilities purchase electric energy 
from QFs at "avoided costs rates." 18 C.F.R- §§ 292.301-292.308. The Commission also 
removed certain state and federal regulation that QFs would otherwise be subject to, by 
granting QFs exemptions from most such regulation. 18 C.F.R. §§ 292.601-292.602 
( 2002 ). 

4. In Subpart B of the Commission's PURPA regulations, under the sections of 
PURPA that modified the Federal Power Act (FPA), the Commission set forth criteria 
and procedures for becoming a QF. 18 C.F.R. §§ 292.201-292.211 (2002). 

5. One of the critereia for being a QF relates to ownership of the QF . Sections 
3(17)(C) and (18)(B) of the FPA, 16 U.S.C. §§ 796(17)(C)(ii) and (18)(B)(ii)(1994), 
provide that a QF must be: 

owned by a person not primarily engaged in the generation or sale of 
electric power (other than electric power solely from cogeneration facilities 
or small power production facilities). 

The Commission's regulation implementing this statutory requirement states that: 

(a) General Rule . A cogeneration facility or small power production 
facility may not be owned by a person primarily engaged in the generation 
or sale of electric power (other than electric power solely from cogeneration 
facilities or small power production facilities). 
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(b) Ownership test . For purposes of this section, a cogeneration or small 
power production facility shall be considered to be owned by a person 
primarily engaged in the generation or sale of electric power, if more than 
50 percent of the equity interest in the facility is held by an electric utility or 
utilities, or by an electric utility holding company, or companies, or any 
combination thereof. If a wholly or partially owned subsidiary of an 
electric utility or electric utility holding company has an ownership interest 
of a facility, the subsidiary's ownership interest shall be considered as 
ownership by an electric utility or electric utility holding company. 

18 C.F.R. § 292.206(a) and (b) (2002). 

6. The Commission has summarized its ownership requirements for QF status: 

The Commission's regulation thus equates "ownership interest" with "equity 
interest," but does not define the term "equity interest." This definitional 
issue has been most problematic in cases involving partnerships as opposed 
to corporations. This is because the stated percentage of partnership 
interests in partnership agreements does not always correspond with 
specific provisions in the partnership agreements concerning control of 
and/or division of benefits from the partnership assets. The Commission 
has therefore looked to the entitlement to profits, losses, and surplus after 
return of initial capital contribution, as well as the share of control of the 
venture, to help it in determining whether the division of equity interests in 
a partnership complies with the statutory and regulatory ownership 
requirements for QF status. [ 2 ] 

Recertification of Enron-affiliated Facilities in 1997 

7. In May 1997, the three Enron-affiliated QFs, Zond Windsystems, Victory Garden, 
and Sky River filed applications for recertification as QFs. In each application for 
recertification, the applicant noted that on February 27, 1 997, the Commission issued an 
order approving the merger of Enron and Portland General Corporation. 3 The applicant 
in each application for recertification also acknowledged that as a result of the merger. 


2 Indeck North American Power Fund, L.P., 85 FERC ^ 61,239 at 62,001-02 
( 1 998)(footnote omitted), order noting withdrawal of reh'g and denying motion to vacate. 
86 FERC f 61,123 (1999). 

3 Enron Corporation, 78 FERC 1) 61,179 (1997). 
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Enron's interest in affiliates which owned interests in the facilities would be considered 
ownership by an "electric utility holding company" for purposes of 18 C.F.R. § 292.206, 
the Commission's regulation concerning the ownership requirements for QF status. In 
order to comply with the ownership requirements for QF status, each applicant committed 
that the Enron affiliates would transfer ownership interests to partnerships which they 
claimed would be unaffiliated with Enron 

8. Zond Windsy stems, prior to the merger, was owned by an Enron affiliate. 
According to the application, the Enron affiliate proposed to transfer enough of its 
ownership to partnerships known as RADR ZWS MM, LLC and RADR ZVVS, LLC 
(RADR partnerships) so that the Enron affiliate would own only 50 percent of the facility. 
Enron alleged in the application that none of the owners of the RADR partnerships was 
primarily engaged in the generation or sale of electric power, so that following the merger 
the facility would meet the Commission's ownership requirements. 

9. Sky River and Victory Garden, prior to the merger, were each owned in 
partnership (1) by affiliates of the FPL Group, Inc., which for purposes of the 
Commission regulations is an "electric utility holding company" and (2) by affiliates of 
Enron. According to the applications, the Enron affiliate proposed to transfer its 
ownership interests to the RADR partnerships so that following the merger each facility 
would meet the Commission's ownership requirements for QF status (with the FPL Group 
Inc. affiliates being the only partners acknowledging "electric utility holding company" 
status). 

1 0. On June 30, 1997, the Commission recertified as QFs the three Enron-affiliated 
facilities. 4 In the orders, the Commission approved the transfer of the Enron subsidiaries' 
interests to the RADR partnerships. In each of the three cases, the order recited that 
Enron Renewable Energy Corp, would be providing a loan to RADR ZWS, LLC at an 
interest rate described as "consistent with rates for projects with similar risk profiles." (In 
Zond Windsvstems - the loan was "to assist" RADR ZWS in its acquisition of 50 percent 
interest in the facility; in Victory Garden and in Skv River, the loan was "to finance the 
purchase" of RADR ZWS’s interest). The Commission approved each of the new 
ownership structures, applying its standard ownership test applicable to partnerships, 
finding in each case that electric utility interests would not exercise greater than 50 
percent control over the facilities, and would not receiver greater than 50 percent of the 
stream of benefits from the facility. The Commission's recertification in each case was 


4 Zond Windsystems Holding Company, 79 FERC f 62,236 (1997)(Zond 
Windsvstems l: Victory Garden Phase IV Partnership, 79 FERC U 62,238 (1997 ¥Victory 
Garden ): and Sky River Partnership, 79 FERC 1j 62,237 (1997 ¥Skv River ). 
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based on the provision that each "facility is owned and operated in the manner described 
in the application and this order." 

11. In the criminal complaint against Andrew Fastow, 5 it is alleged that Andrew 
Fastow and Michael Kopper created the RADR partnerships to disguise Enron’s interest 
in the wind farms "so that the wind farms could continue to receive beneficial regulator)' 
treatment while they secretly remained under Enron’s control.” Also, according to the 
complaint, the partners in the RADR partnerships understood that proceeds from the 
partnerships were to be paid to Fastow, Kopper and their designees. 

12. In a civil action filed against Andrew F astow by the Securities and Exchange 
Commission (SEC), s it is alleged that the RADR partnerships were what is described as a 
"Friends of Enron" deal which was a: 

scheme to enrich [Fastow] and others while enabling Enron to maintain 
secret control over, and achieve off-balance-sheet treatment, of assets that it 
had "sold" to a supposedly independent [Special Purpose Entity], 

13. The RADR transactions were described as a: 

"Friends of Enron" transaction related to Enron's effort to appear to divest 
itself of its interest in certain wind farms in California, so that the farms 
would continue to receive beneficial regulatory treatment, while Enron 
secretly retained control over the farm. Under applicable federal and state 
regulations, the wind farms qualified for financial benefits conferred on 
alternative energy sources that met certain requirements ("qualifying 
facilities" or "QF"). Wind farms that were more than fifty percent owned 
by an electric utility or electric utility holding company, however, were 
ineligible for QF status. In early 1997, Fastow and others were aware that 
Enron's wind farms would soon lose their QF status because Enron was in 
the process of acquiring Portland General Electric, an electric utility in 
Portland, Oregon, and would become an electric utility holding company. 


’United States of America v. Andrew Fastow, Case No. H-02-889-M, United 
States District Court of the Southern District of Texas, Houston Division. 

’United States Securities Exchange Commission v. Andrew Fastow, Civil Action 
No.H-02-3666, United States District Court of the Souther District of Texas, Houston 
Division. 



779 


Docket No. EL03-17-000, st al. -6- 

In approximately March 1997, Fastow, Kopper, and others devised a 
scheme whereby Enron would "sell" a portion of its interest in the wind 
farms to a partnership comprised of "Friends ofEnron.” 

Discussion 

1 4. As described above, serious allegations have been made that Enron affiliates never 
intended to relinquish control of the wind farms whose ownership structure changed in 
connection with the Enron/Portland General merger. If these allegations are true, they 
conflict in material respects with the representations made by the small power producers, 
Zond Windsystems, Victory Garden, and Sky River, in the 1997 applications for 
recertification as QFs. 7 We, therefore, will institute a proceeding, pursuant to IS C.F.R. 

§ 292.204 (d)(1) (2002), to determine whether Zond Windsystems, Victory Garden, and 
Sky River have failed to conform with the representations presented in their 1 997 
applications for re-certification or whether these QFs otherwise failed to meet the QF 
ownership criteria as a result of the 1 997 RADR transactions. 

15. The Commission in the past has revoked some of the benefits of QF status in cases 
involving a failure to comply fully with the requirements for QF status. In those cases, 
where the failure to comply was not willful, the Commission revoked the QF's exemption 
from section 205 of the FPA and determined that the QF was not entitled to charge QF 
avoided cost rates during the period it had failed to comply with the requirements for QF 
status, redetermined the applicable rates, and ordered refunds for the period of non- 
compliance with the requirements for QF status. See LG&E-Westmoreland 
Southampton, 76FERC f 61.116 G996Y order granting clarification and denying reh'g . 

83 FERC f 61,132 (1998); New Charleston Power I, L.P., 76 FERC % 61,282 (1996), 
order denying reh's and ordering settlement judge proceedings. 83 FERC 1 61,281, order 
denvins reh'g in part and granting reh'g in part. 84 FERC f 61,286 (1998). Those orders 
left open the possibility of a greater revocation of QF benefits (eg,, revocation of a QF's 


7 18 C.F.R. § 292.207(d)(1) (2002), which is the Commission's regulation providing 
for revocation of QF status, states that failure to conform with any material facts or 
representations in an application for re-certification means that the Commission order 
certifying QF status may no longer be relied on. Under 18 C.F.R. § 292.207(d)(ii) 

(2002), the Commission: 

may, on its own motion, or on the motion of any person, revoke the 
qualifying status of a facility that has been certified under paragraph (b) of 
this section, if the facility fails to conform to any of the Commission's 
qualifying criteria under this part. 
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exemption from other sections of the Federal Power Act, see IS C.F.R. § 292.601 (2001), 
and revocation of a QF's exemption from the Public Utility Holding Company Act and 
certain State law and regulation, sge IS C.F.R. § 292.602 (2001)), as well as a permanent 
revocation of QF benefits in more serious cases. 

1 6. At this time, we are setting for hearing whether Zond Windsystems, Victory 
Garden, and Sky River have failed to conform with the representations presented in their 
1997 applications for re-certification, Le„ whether the Enron affiliates actually transferred 
their ownership interests in the facilities, and thus whether those certifications can be 
relied on. We are also setting for hearing the issue of whether each facility actually 
satisfied the Commission's ownership requirements for QF status following Enron's 
merger with Portland General. If following review of the Initial Decision resulting from 
the hearing ordered herein, we find that Zond Windsystems, Victory Garden, and Sky 
River have failed to conform with the QF ownership requirements, we will then establish 
the appropriate remedies. 

The Commission orders ' 

(A) A public hearing shall be held in Docket Nos. EL03-1 7-000, QF87-365-005, 
QF90-43-004, and QF91-59-005 concerning the matters discussed in the body of this 
order. 


(B) The Secretary shall promptly publish a notice of the Commission's initiation 
of the proceeding in Docket No. EL03-1 7-000 in the Federal Register. 


(C) A presiding judge to be designated by the Chief Judge shall convene a 
conference in this proceeding to be held within approximately fifteen (15) days of the 
date the Chief Judge designates the presiding judge, at a hearing room of the Federal 
Energy Regulatory Commission, 888 First Street, NE, Washington, D.C. 20426. Such 
conference shall be held for the purpose of establishing a procedural schedule. The 
presiding judge is authorized to establish procedural dates and to rule on all motions 



Docket No. EL03-17-000, et a). 

(except motions to dismiss), as provided in the Commission's Rules of Practice and 
Procedure. 

By the Commission. 

(SEAL) 


Magalie R. Salas, 
Secretary. 
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Committee on Governmental Affairs 

EXHIBIT #A-23 


Date: 9/6/02 3:44 PM 

Sender: Susan |<appelman 
To: david berick 

cc: Amy.Ford J.Eric.lsken Lars.Bergmann 

Priority: Normal 

SubiectrAnaiysis of Enron above-market payments 

David, 

I apologise for taking a couple of extra days to get this to you. We 
reorganized and summarized the data so you can see how the data relate to 
the various FERC filings. Note this analysis begins with July 1997, which 
is when the merger between Portland General Electric (PGE) and Enron was 
finalized (after receiving Oregon and FERC approvals) . 

(See attached file: Enron by Law Suit Groups v2.xls) 

Susan Kappelman 
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I f nmmittee on Gover nmental Affairs 

_CXHIBIT#A-2^__ 

Date: 9/30/02 9:20 AM 
Sender: kberkyf 
To: david bericK 

Priority: Normal 

Subject: FW: Zond (Enron Wind) Corp. transactions 

--Original Message 

From: Susan Lauscher 

Sent: September 29, 2002 6:28 AM 

To: Karen Berky 

Subject: FW: Zond (Enron Wind) Corp. transactions 


Karen - Here's your confirmation from Laurel. 

-----Original Message 

From: Laurel Mayer 

Sent: Sat 9/28/2002 8:21 PM 

To: Susan Lauscher 

Cc; 

Subject: RE: Zond (Enron Wind) Corp. transactions 


Hi Sue-- Just to confirm, I'm not aware of any transfer of ownership 
rights . 

Thanks . 

--Original Message -- 

From: Susan Lauscher 
Sent: Fri 9/27/2002 8:53 AM 
To: Laurel Mayer 
Cc : Karen Berky 

Subject: Zond (Enron Wind) Corp. transactions 


Hi, Laurel - In connection with the Enron investigation in Congress, a 
question has arisen as to whether TNC had ownership rights. We have 
"assignment 

agreements" in 1997 and 1998 for Tehachapi and Cabazon wind turbines in 
which 

TNC is given "net profit rights." There has apparently been some assertion 
that 

TNC was subsequently given ownership rights before the agreements were 
terminated (we have those 1999 and 2000 terminations) . 

Kathy Kimura- Barnes has searched the files and has come up with no 
other 

documents. Would you please confirm for Karen that you know of no transfer 
of 

ownership rights? 

Thanks . 

Susan 


Susan Lauscher 

Senior Attorney 

The Nature Conservancy 




ASSIGNMENT AGREEMENT 


Committee on Governmental Affairs 

EXHIBIT #A-25 


This Assignment Agreement (this * Assignment *) is made as of this 18th day of November, 
1998, by Zand Cabazon Development Corporation, a California corporation {“Assignor**), in favor of 
The Nature Conservancy, a nonprofit corporation of the District of Columbia {"Assignee "). 


RECITALS 

Assignor will construct, own and operate a 39-5 Megawatt wind power project (the "Cabazon 
Project - ) which will be located near Cabszcm, California and will be comprised of 53 Zend 750 KW 
wind power turbines (such wind turbines being herein collectively referred to as the “Wind Turbines”). 

By this Assignment and subject to the terms hereof in 'order to benefit the'CaHfomia and Tessas 
programs of Assignee, Assignor desires to make a charitable contribution to Assignee of the right to 
receive 50% of the Net Profits (as defined below) generated by the "Wind Turbines. 


AGREEMENT 

NOW, THEREFORE, In connection with and in consideration of the charitable contribution 
made hereunder by Assignor to Assignee, Assignor and Assignee hereby agree as follows: 

1- Grant of Net Profits Rights, (a) Subject to the terms and conditions hereof; as a 
charitable contribution. Assignor does hereby transfear, convey and assign unto Assignee, effective as 
of June 30, 1 997, the rigfatto receive 50% of toe Net Profits generated by toe Wind Turbines during the 
terra hereof (such right being herein referred to as the “Net Profits Rights”). 

(b) As used herein, the term “Net Profits” shall mean, with respect to a given calendar 
quarter, the following: 

(I) the sum of ail revenues received by Assignor that are attributableto the operation 

of toe Wind Turbines during such quarter, including, without l imitati on. any payments received 
for the sale of electric energy generated by the Wind Turbines during such quarter, 

(ii) less toe sura o£ 

(A) all costs and expenses paid by Assignor that are attributable to the 
ownership, operation, management and/or administration of toe Wind Turbines during 
such quarter, 

(B) on and after toe Commercial Operation Dale, all capital expenditures 
incurred and paid by Assignor with respect to toe Wind Turbines that axe attributable to 
the ownership or operation of the Wind Turbines during such quarter; 


£:yetoWH>CX2?\CAB^ 1 
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(Q to the extent necessary due to the cyclical nature of the revenues gener- 
ated by the Wind Turbines, any reserves that Assignor deems in its reasonable discre- 
tion, consistent with industry practice, to be necessary and appropriate to provide for 
future payments of the type referred to in clauses (A) and (B) above; and 

(D) as used herein die term "Commercial Operation Date" shall mean the 
date on which' the testing and commissioning of all tha Wind Turbines and die related 
infrastructure shall have been completed by the contractor constructing the Cabazoa 
Project 

(d) During the term of the Net Profits Rights, Assignor shall pay to Assignee its share of the 
Net Profits generated by the Wind Turbines on a quarterly basis, with each payment being payable on 
or before the 60th day following the end of the applicable calendar quarter. Tn connection with each 
such payment. Assignor shall deliver to Assignee a statement that summarizes its calculation of Net 
Profits with respect to such quarter. 

2. Term, (a) Subject to the terms of Section 2fc) below, the Net Profits Rights assigned 
to Assignee by Assignor hereunder shall have an initial term that extends through December 31, 1998; 
provided, however, that unless Assignor delivers a Termination Notice (as defined below) to Assignee 
on or before the 5th day immediately preceding the expiration of such initial terra, or any renewal term, 
the term of such Net Profits Rights shall automatically be extended for an additional one-month period. 

(b) On or before the 5th day immediately preceding the expiration of the initial term of the 
Net Profits Rights or any renewal term thereof Assignor shall have the right, exercisable by delivery 
of written notice to Assignee, to terminate the Net Profits Rights effective as of the expiration of the 
then-current term (any such notice bring herein referred to as a "Termination Notice ”). 

(c) Notwithstanding any terms hereof to the contrary. Assignee shall have the right at any 
tune to terminate the Net Profits Rights effective as of the 90th day following the delivery by Assignee 
to Assignor of written notice to such effect 

3* Assignor as Manager of Wind Turbines. Assignor and Assignee acknowledge and 
agree that Assignor shall oversee tire management of the Wind Turbines for the joint benefit of Assignor 
and Assignee, which role shall include, among other things, ensuring that the Operator performs its 
duties under the Operating Agreement. la exchange for such services. Assignee acknowledges and 
agrees that Assignor shall be entitled to retain an annual fee of $40,000 out of the revenues generated 
from the Wind Turbines, which fee shall be escalated commencing January 1, 1998, based on changes 
in the Consumer Price Index during the preceding year. Assignee acknowledges and agrees that such 
fee shall be prorated during the term hereof and taken into account on a quarterly basis in connection 
with the calculation of Net Profit 

4. Xegjubxtary Matters - Assignor. Without limiting the management rights of AssigfaoP\ 

referenced in 5ectjfai_3 below and subject to the limited rights of Assignor sex forth in this Section 2. ) 
during the term of raSNct Profits Rights, Assignor shall not (i) have the right to take any tmilaterai 
action that would adversely affect the percentage or calculation of the Net Profits Rights assigned to 
Assignee hereunder, or (ii) enter into any contract for the purchase or sale of any good or service from 
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any "affiliate" as defined in Section 2(aXl 1) of PUCHA (defined below) unless such contract has been 
ratified by Assignee, 

5. Regulatory Matters - Assignee. (a) Assignee represents and warrants to Assignor that, 

to the best of its knowledge, it (I) is not engaged in the generation for sale of electric power, 0i) does 
not own- 10% or more of the voting securities of a “public utility company” (as defined in PUCHa), 
(Hi) js not the owner of an ownership or operating interest m airy electric facilities other than Qualifying 
Facilities (as defined below), “eligible facilities” as “exempt wholesale generators” under Section 32(a) 
of PUHCA (as defined below), or electric facilities as “foreign utility companies” under Section 33(a) of 
PUHCA, or (iv) Is not an affiliate of Enron Corp. or any “electric utility" or “elcctric.utility holding 
company” within the meaning of 1 8 GF.R. § 292^06. As used herein, the team “Qualifying Facility “ shall 
mean a “qualifying cogeneration facility” or “qualifying small power production facility” within the 
meaning of Section 3(1S)(B) or 3(17)(Q, respectively, of the Federal Power Act, as amended from time 
to time. As used herein, the term "PUCHA” shall mean the Public Utility Holding Company Act of 
1935, as amended, and the rules and regulations thereunder. 

(b) During die period of time beginning on the effective dal* of this Assignment and 
continuing throughout the term hereof. Assignee will use reasonable efforts not to take or fell to take 
any action that would cause the representation and warranty set forth in subparagraph (a) Immediately 
above to cease to be true with respect to Assignee. 

(c) ' Assignee agrees and acknowledges that Assignor wBl enter into an operations and 
maintenance agreement (the "Operating Agreement") -with Zond Maintenance Corporation or one of its 
affiliates for the operation and maintenance of the Cabazoa Project following die commercial Operation 
Date. The Operating Agreement shall be deemed to be ratified by Assignee so long as it is in 
substantially the same form as the Operations and Maintenance Agreement dated as of June 30, 1997 
between Zond Systems, Inc. and Zond Maintenance Corporation. Assignee agrees to ratify any other 
service or other agreement between Assignor and any of its affiliate relating to the provision of services 
for the Cabazon Project so long as the terms and conditions of such agreement and consistent with 
industry practice. 

(d) In no event shall the aggregate liability of Assignee for breach of gcction 5 (b). fc) or 
fcl above exceed an amount equal -to the total amount of Net Profits paid by Assignor to Assignee 
hereunder. 


6. Miscellaneous 

(a) Entire Agreement. This Assignment constitutes the entire agreement between 
the parties and supersedes all prior written and oral and all contemporaneous oral agreements 
and understandings with respect to the subject matter hereof. 

(b) Amendments* This Assignment may not be amended except by an instrument 
in writing signed by both parties. 

(c) Severability. If any term or provision of this Assignment is invalid, illegal car 
incapable at being enforced by any rule oflaw or public policy, all other conditions and provi- 
sions of this Assignment shall nevertheless remain in full force and effect so long as the 
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economic or legal substance of the transactions contemplated hereby is not affected in any 
manner materially adverse to any party. Upon determination that any term or provision is 
invalid, illegal or incapable of being enforced, the parties hereby shall negotiate in good faith 
to modify this Assignment so as to effect the original intent of the panics as closely as possible . 
in on acceptable manner to the end that transactions contemplated hereby arc fulfilled to the 
extent possible. 

(d) Notices Ail notices, directions and other communications provided for 
hereunder shall be in writing and may be personally delivered, mailed (by registered or'certified 
mail, postage prepaid) or sent by telecopy, telegraph or other direct written electronic means, 
to the applicable parly at die address indicated below; 

If to Assignor Zocd Cabazon Development Corporation 

c/o Enron Wind Carp. 

444 S. Flower Street, Suite 4545 
Los Angeles, California 90071-2946 
Attention: John A. Lamb 
Telecopy Nou (213) 452-4888 

If to Assignee: The Nature Conservancy 

201 Mission Street, 4th Floor 
San Francisco, California 94105 
Attention: Steve McCormick 
Telecopy No.: (415)777-0244 


or as to any party, at such other address as shall be designated by such parly in a written notice 
to the other parties complying as to delivery with the terms of this provision. All such notices, 
when personally delivered shall be deemed to have been validly and effectively given on the 
date of auch delivery, when transmitted by telegraph, telecopy or other direct written electronic 
means shall be deemed to have been validly and effectively given on the day on which it Is 
transmitted, or, if mailed, shall be deemed to have been validly and effectively given when 
deposited in the mail. 


(e) Governing law. This Assignment shall be governed by and construed in accor- 
dance with die laws of the State of California without giving effeetto toe principles of conflict 
of laws thereof. 


(f) Counterparts. This Assignment may be executed in counterparts, each of which 
shall be deemed to be an original, but all of which shah constitute one and the same agreement. 
Upon execution of this Assignment, counterpart signature pages may be delivered by facsimile 
transmission. 

(g) Assignment Assignee may not assign the Net Profits Rights or its rights here- 
under without the prior written consent of Assignor, which consent shall not be unreasonably 
withheld. Assignor may assign and delegate its rights and duties under this Agreement to any 
third party without toe prior consent of Assignee. Assignee understands and acknowledges that 
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Assignor presently intends to assign end delegate its rights and duties under this Agreement to 
Cabazoa Power Partners. 

(h) Indemnity . Assignor, on behalf of Its affiliates, successors and assigns, agrees 
to indemnify, defend and hold harmless Assignee, its directors, officers, agents and employees 
foam and against any and all claims, liabilities, demands, damages and costa of any kind, 
including, without limitation, attorneys* fees and litigation costs, that arise o« of or in 
connection with the Wind Turbines, the Operating Agreement, this Assignment or any rights 
under this Assignment, including, but not limited to, claims arising from or in any. way 
connected to any requirements of local, state and/or federal laws, regulations, ordinances, 
permits, licenses and other governmental requirements or payment of any net profits, except to 
the extent any such claims, liabilities, demands, damages end costs are attributable to the gross 
negligence or willful misconduct of Assignee. Assignor’s obligations under this Section 5(h) 
shall survive the termination of this Assignment. 


(i) Not a Joint Venture. Notwithstanding any other provision of this Assignment, 

Assignee is not a partner, joint venturer, alter ego, manager, controlling person or other business 
associate or co-participant of any kind or nature whatsoever of Assignor and Assignee does cot 
intend to assume such status. Assignee shall not be deemed responsible for or a participant in 
any acts, omissions or decisions of Assignor. 


IN WITNESS WHEREOF, the parties hereto have executed this Assignment as of the date and 
year first above written, but effective as herein provided. 


ASSIGNOR: 


ASSIGNEE: 


ZONDCAHAZONDl 


By:. 





CORPORATION 


Adam UgjatJo^F ~ 

Senior Vice President 

THE NATURE CONSERVANCY 
By: 'Ttya-cv ^- 1 , 

Name : & 

Title: , JSUJ> P * 
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Page l 

I Committee on Cn vernmintal Affair 

^ EXHIBIT #A -26 

Coso Energy Developers {BLM Facility) , Coso Finance Partners 
{Navy I Facility), Coso Power Developers {Navy II Facility), 

Salton Sea Power Generation, L.P. {Salton Sea III Facility), 

Del Ranch, L.P., Elmore, L.P., Vulcan/BN Geothermal Power 
Company, Power Resources, Inc., Salton Sea Power Generation, 

L.P. {Salton Sea IV Facility), Saranac Power Partners, L.P., 

Norcon Power Partners, L.P., Yuma Cogeneration Associates, 

Salton Sea Power Generation, L.P. {Salton Sea I Facility), 

Leathers, L.P., Salton Sea Power Generation, L.P. {Salton 
Sea II Facility) 

Docket NOS. QF86-590-007, QF84-327-005, QF86-591-007 , 

QF86-1043-004, QF86-727-006, QF86-647-005 , QF85-199-005 , 

QF86-930-005, QF95-9-002, QF90-114-006, QF89-299-004 , 

QF90-143-003, QF87-511-005 , QF88-543-003 , QF89-297-004 

FEDERAL ENERGY REGULATORY COMMISSION - COMMISSION 

85 F.E.R.C. P61, 355; 1998 FERC LEXIS 2566 

ORDER DENYING APPLICATIONS FOR RECERTIFICATION AS QUALIFYING 
FACILITIES 

December 16, 1998 


PANEL: 

£*1] Before Commissioners: James J. Hoecker, Chairman; Vicky A. Bailey, 

William L. Massey, Linda Breathitt, and Curt Hebert, Jr. 

OPINION: 

In this order the Commission addresses the 15 applications for 
recertification of qualifying facility (QF) status filed by the entities named 
above. CalEnergy Company, Inc. (CalEnergy) owns a 50 percent or greater interest 
in 13 of the 15 QFs which seek recertification, and owns a substantial interest 
in the two remaining facilities, nl CalEnergy has announced plans to acquire 
MidAmerican Energy Holdings Company, the sole stockholder of MidAmerican Energy 
Company {collectively, MidAmerican) , an electric utility company. n2 CalEnergy 
assumes for purposes of these applications that, as a result, it will fall 
within the definition of "electric utility holding company" contained in the 
Commission's regulations under the Public Utility Regulatory Policies Act of 
1978 (PURPA) . The issue presented by the recertification applications is 
whether, after CalEnergy 's acquisition of MidAmerican, the facilities will 
satisfy the ownership requirements for qualifying facility (QF) status under 
PURPA and the Commission's regulations implementing PURPA. As discussed below, 
we t*2] find that the facilities will not, and thus we deny recertification. 

----------------- -Footnotes- ----------------- 

nl CalEnergy owns, through subsidiaries, a 100 percent interest in ten of the 
facilities. CalEnergy intends to retain the 100 percent interest in eight of the 
facilities and proposes to divest itself of a minority interest in two of the 
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facilities (CalEnergy plans to divest substantially less than 50 percent in each 
of those two) . Two of the facilities are owned by partnerships in which 
CalEnergy holds minority ownership interests but where electric utility 
interests own a percentage of the partnerships and the total percentage of the 
combined electric utility/CalEnergy interests exceeds 50 percent of the 
partnership. CalEnergy owns 50 percent of another facility in which other 
electric utility interests own a percentage of the partnerships and the total 
percentage of the combined electric utility/CalEnergy interests exceeds 50 
percent of the partnership. CalEnergy owns more than 50 percent, but less than 
100 percent of the remaining two facilities. 

Fourteen of the facilities are owned through partnerships; one of the 
facilities is owned by a corporation. While each application for recertification 
has been filed by the individual partnership (or corporation) which directly 
owns the facility at issue, for simplicity we will refer to the applications as 
being filed by CalEnergy. [*3] 

n2 MidAmerican has filed an application in Docket No. EC98-63- 000 seeking 
approval to merge with CalEnergy. We are approving the merger in an order issued 
today. 


■End Footnotes- 


I . Background 

Statutory and Regulatory Background 

Sections 3(17) (C) and (18) (B) of the Federal Power Act (FPA) , 16 U.S.C. §§ 
796(17) (C) (ii) and (18) (B) (ii) (1994) , provide that a QF must be: 

owned by a person not primarily engaged in the generation or sale of electric 
power (other than electric power solely from cogeneration facilities or small 
power production facilities) . 

The Commission's regulation implementing this statutory requirement states that: 

(a) General Rule. A cogeneration facility or small power production facility 
may not be owned by a person primarily engaged in the generation or sale of 
electric power (other than electric power solely from cogeneration facilities or 
small power production facilities) . 

(b) Ownership test. For purposes of this section, a cogeneration or small 
power production facility shall be considered to be owned by a person primarily 
engaged in the generation [*4] or sale of electric power, if more than 50 
percent of the equity interest in the facility is held by an electric utility or 
utilities, or by an electric utility holding company, or companies, or any 
combination thereof. If a wholly or partially owned subsidiary of an electric 
utility or electric utility holding company has an ownership interest of a 
facility, the subsidiary's ownership interest shall be considered as ownership 
by an electric utility or electric utility holding company. 

18 C.F.R. § 292.206 (a) and (b) (1998). 

CalEnergy' s Applications for Recertification and Responses to the 
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Applications 

In the applications for recertification, CalEnergy acknowledges that it owns 
a greater than fifty percent interest in each of the QFs (except the three 
facilities, in which CalEnergy, in combination with other electric utility 
owners, owns a greater than fifty percent interest) . CalEnergy also assumes for 
purposes of these applications that upon its acquisition of MidAmerican it will 
become an electric utility holding company. CalEnergy claims that each facility 
will remain a QF following CalEnergy’ s acquisition of MidAmerican because: 

(1) Over the life of each facility, on a net present [ *5 3 value basis, n3 
the electric utility and electric utility holding company owners (including 
CalEnergy after it becomes an electric utility holding company) will receive 
less than fifty percent of the stream of benefits of the facility; 

----------------- -Footnotes- ----------------- 

n3 CalEnergy has submitted a discounted cash flow analysis with each 
application. Most of the information filed in CalEnergy 's applications for 
recertification has been filed pursuant to a request that it be treated as 
privileged under 18 C.F.R. § 388.112 (1998). 

________________ -End Footnotes- - -- -- -- -- -- -- -- - 

(2) Where there are non-utility partners in a facility, the non-utility 
partners will have voting rights equal to CalEnergy 's voting rights with respect 
to control over the allocation of the stream of benefits. Where CalEnergy is the 
100 percent owner, non-utility directors, unaffiliated with and not controlled 
by CalEnergy, will be appointed and those non-utility directors will have voting 
rights equal to CalEnergy' s voting rights with respect to control over the 
allocation of the stream of benefits; 

(3) Each facility will be (*6J subject to an irrevocable shareholder 
resolution or other appropriate governing document (true up provision) n4 which 
shall provide that if it is anticipated at any time in the future that events 
will cause the utility owners of the facility to receive over fifty percent of 
the lifetime economic benefits of the facility, such excess shall be divested to 
non-utility owners or donated to a charity or non-profit organization so that no 
more than fifty percent of the stream of benefits are received by electric 
utilities, electric utility holding companies, or any combination thereof. 

_________________ -Footnotes- ----------------- 

n4 As noted above, only one of the facilities has a corporate ownership 
structure; the other 14 are partnerships. 

---------------- -End Footnotes- ---------------- 

CalEnergy reasons that measuring the benefits it receives over the life of 
the facility, first as a non-utility and separately after its status changes to 
an electric utility holding company, will satisfy both Commission precedent n5 
and the underlying purposes of the ownership requirement contained in PURPA. 
CalEnergy claims that [*7] measuring the stream of benefits in this manner, 
combined with the proposed true-up provision and the protection of having voting 
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"control" in the hands of persons claimed by CalEnergy to be independent of 
CalEnergy, will ensure that the facilities satisfy the ownership requirements 
for QF status following CalEnergy 's acquisition of MidAmerican. 

----------------- -Footnotes- ----------------- 

n5 CalEnergy cites to several orders issued pursuant to delegated authority. 
CalEnergy claims that these orders are precedent for measuring the economic 
benefits received by different owners (who were to change during the life of the 
facility) over the life of a facility to determine whether the utility owners 
would receive more than 50 percent of the stream of benefits from the facility. 

________________ -End Footnotes- ---------------- 

Notices of the applications were published in the Federal Register, with 
comments, protests or interventions due on or before November 16, November 30 or 
December 9, 1998. n6 


_________________ -Footnotes- ----------------- 

n6 Coso Energy Developers (BLM Facility), QF86-590-007 , 63 Fed. Reg, 58,025 
(1998) (due date - November 16); Coso Finance Partners (Navy I Facility), 
QF84-327-005, 63 Fed. Reg. 58,025 (1998) (due date - November 16); Coso Power 
Developers (Navy II Facility), QF86-591-007, 63 Fed. Reg. 58,025 (1998) (due date 
- November 16); Salton Sea Power Generation, L.P., QF86-1043-004, 63 Fed. Reg. 

60,326 (1998) (due date - December 9); Del Ranch, L.P., QF86-727-006, 63 Fed. 

Reg. 60,326 (1998) (due date - December 9); Elmore, L.P., QF86- 647-005, 63 Fed. 
Reg. 60,326 (1998) (due date - December 9); Vulcan/BN Geothermal Power Company, 
QF85-199-005, 63 Fed. Reg. 60,326 (1998) (due date - December 9); Power 
Resources, Inc., QF86-930-005, 63 Fed. Reg. 60,326 (1998) (due date - December 
9); Salton Sea Power Generation, L.P., QF95-9-002, 63 Fed. Reg. 60,327 
(1998) (due date - December 9); Saranac Power Partners, L.P., QF90-114-006, 63 
Fed. Reg. 60,327 (1998) (due date - December 9); Norcon Power Partners, L.P., 
QF89-299-004, 63 Fed. Reg. 58,025 (1998) (due date - November 16); Yuma 
Cogeneration Associates, QF90-143-003, 63 Fed. Reg. 60,327 (1998) (due date - 
December 9); Salton Sea Power Generation, L.P., QF87-511-005, 63 Fed. Reg. 

60.326 (1998) (due date - December 9); Leathers, L.P., QF88-543-003 , 63 Fed. Reg. 

60.327 (1998) (due date - December 9); Salton Sea Power Generation, L.P., 
QF89-297-004 , 63 Fed. Reg. 63,048 (1998) (due date - November 30). 

________________ -End Footnotes- ---------------- 

1 * 8 ] 

Southern California Edison Company (SoCal Edison) has filed motions to 
intervene opposing recertification in eleven of the dockets filed by CalEnergy. 
n7 SoCal Edison states that it is the utility -purchaser of power produced by the 
facilities in those eleven dockets. SoCal Edison states that if the Commission 
grants the recertification applications, "despite utility ownership interests in 
excess of 50 percent, Edison could be required to continue to purchase power at 
above-market QF prices from facilities that should not be entitled to benefits 
under PURPA." n8 SoCal Edison argues that the: 

stream of benefits test should not be permitted to function as an 
after-the-fact device to "average out" utility affiliate equity interests over 
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the life of a project- If a utility affiliate holds no equity interest in a 
project for the first four years and a 100 percent equity interest for the next 
four years, the utility affiliate cannot be said to hold a 50 percent equity 
interest at every point in time during such an eight years period. Yet this is 
precisely the conclusion CalEnergy's tortured theory would produce. n9 


- Footnotes - 


n7 Coso Energy Developers (BLM Facility), QF86-590-007; Coso Power Developers 
(Navy II Facility), QF86-591-007; Coso Finance Partners, QF84-327-0Q5, Vulcan/BN 
Geothermal Power Company, QF88-199-005; Del Ranch, L.P., QF86-727-0Q6; Elmore, 
L.P., QF86-647-005; Leathers, L.P., QFS8-543-003 Salton Sea Power Generation 
L.P., QF87-511-005; Salton Sea Power Generation L.P., QF89-297-004; Salton Sea 
Power Generation L.P., QF86-1043-004? and Salton Sea Power Generation L.P., 
QF95-9-002 . [*9] 

n8 SoCal Edison Motion to Intervene in Docket Nos. QF88-199- 005, 
QF86-727-006, QF86-647-Q05, QF88-543-003, QF87-511-005 , QF89-297-004 , 

QF86- 1043 -004, and QF95-9-002 at 6. 

n9 Id. at 13. 


---------------- -End Footnotes- ---------------- 

SoCal Edison states that if the Commission grants CalEnergy's requests in these, 
dockets, it will effectively remove all restrictions on utility involvement in 
existing QFs provided evidence can be provided that more than 50 percent of the 
utility's benefits have already been obtained by non-utility interests. 

SoCal Edison argues that if the Commission does not deny CalEnergy's 
applications, it must set the applications for hearing because the stream of 
benefits analyses, and the mechanisms proposed by CalEnergy to assure that it 
does not "control’’ a facility in which it holds a 100 percent ownership interest 
raise many factual issues which cannot be answered without further scrutiny of 
the facts. SoCal Edison asks the Commission, if it does not summarily deny the 
applications, to consolidate the recertification dockets with the merger docket, 
to hold a hearing, and to provide intervenors with access to the [*10] 
information filed under seal in the recertification dockets, subject to a 
protective order. 

New York State Electric & Gas Corporation (NYSEG) has filed motions to 
intervene in all of the recertification dockets. NYSEG states that it is a 
purchaser of long-term power from Saranac Power Partners, L.P., one of the • 
entities owned by CalEnergy and the subject of one of the applications for 
recertification. NYSEG states that: 

the definition of a QF calls for an evaluation of the electric utility status 
of the "owner" (singular) at the time of the inquiry, not the "owners" (plural) 
over the life of the facility. Nothing in the statute suggests that ownership 
benefits enjoyed by another party prior to or after utility involvement can 
somehow be used to dilute or offset the utility's interest for the purpose of 
determining QF status. Indeed, if that were the case, then any time a QF ' s 
expected benefit stream is 50 percent exhausted, any electric public utility in 
the country could buy a 100 percent interest in the facility without disturbing 
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the QF status. 

NYSEG intervention in Docket No. QF86-59 1-007 at 5. 

NYSEG asks that the Commission deny CalEnergy's request for confidential 
treatment C *11 3 of the applications. NYSEG also asks that all the CalEnergy 
recertification applications be consolidated for decision. Finally, NYSEG asks 
the Commission to set the matters raised by the applications for recertification 
for hearing. 

San Diego Gas & Electric Company (SDG&E) filed a timely motion to intervene 
in Docket No. QF90-143-000; SDG&E is the utility-purchaser of the power produced 
by Yuma Cogeneration Associates (Yuma) , the QF seeking recertification in that 
docket. SDG&E states that CalEnergy now owns 100 percent of Yuma, which has been 
operational for 4.5 years. SDG&E states that CalEnergy plans to divest itself of 
part of the partnership interests in Yuma. SDG&E states that CalEnergy intends 
to continue to own 75 percent of Yuma. SDG&E claims that the 75 percent 
ownership raises doubts about the facility's QF status. 

The American Forest & Paper Association (American Paper) has filed motions to 
intervene in eleven of the recertification dockets. nlO American Paper asks the 
Commission to deny recertification of CalEnergy's facilities as QFs following 
the acquisition of MidAmerican. American Paper states that: 

CalEnergy cites to [Commission] precedent, above, that prospectively {*12] 
allows utilities to receive more than 50% of the "stream of benefits" from a QF 
in any one year, as long as the utility does not receive more than 50% of such 
benefits over the life of the facility. CalEnergy plans to apply this test 
retroactively to allow it to take into consideration the "stream of benefits" 
that flowed to it as a non-utility owner in the past, and thereby permit it to 
own more than 50% of the QFs in the present and future as a utility, nil 

_________________ -Footnotes- ----------------- 

nlO Vulcan/BN Geothermal Power Company, QF88-199-005; Del Ranch, L.P., 
QF86-727-006 ; Elmore, L.P., QF86-647-005 ; Leathers, L.P., QF88-543-003 ,* Power 
Resources, Inc., QF86-930-005; Saranac Power Partners, L.P., QF90-114-006; Yuma 
Cogeneration Associates, QF90-143-000; Salton Sea Power Generation L.P., 

QF87 -511-005; Salton Sea Power Generation L.P., QF89-297-004; Salton Sea Power 
Generation L.P., QF86-1043-Q04; and Salton Sea Power Generation L.P., 

QF95-9-002. 

nil American Paper Intervention in Docket No QF86-727-006 at 3. 
---------------- -End Footnotes- ---------------- 

Roger J. Skinner, the President of [ *13 ] Skinner & Damulis, Inc. of 
Richfield Springs, New York, and Skinner Sales of Herkimer, New York, both of 
which are truck and auto dealerships filed a letter opposing the recertification 
of the facility owned by Saranac Power Partners, L.P. (Saranac). nl2 Mr. Skinner 
alleges thatNYSEG pays inflated prices for the power from Saranac. Mr. Skinner 
states that as a result, he pays inflated prices for power from NYSEG. Mr. 
Skinner, as a result, must charge his customers higher prices. Mr. Skinner 
continues: 
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Even more outrageous, as I understand the Saranac situation, the owner of 
Saranac, CaiEnergy, is taking the profits earned fromNew York's businesses and 
citizens and purchasing another utility, MidAmerican. When this acquisition is 
final, Saranac will be owned by an electric utility. How can one electric 
utility force another electric utility to buy its above-market electricity? How 
can the Commission stand idly by and allow this to happen? Surely this cannot be 
the result intended by Congress. nl3 

_________________ -Footnotes- ----------------- 

nl2 Saranac Power Partners, L.P. is 100 percent owned by CaiEnergy. 
nl3 Skinner comments 'at 1. 


________________ -End Footnotes- ---------------- 

[*143 

Gary J. Rockhill of Peru, New York, Geoffrey A. Smith, President of Medial 
Coaches Incorporated of Oneota, New York, and Mike Kroft of Endwell, New York 
also filed comments opposing recertification of Saranac. 

The New York State Consumer Protection Board (New York Board) filed a timely 
protest in Docket No. QF90-114-006 (Saranac) . The New York Board opposes 
recertification. The New York Board states that the Commission's fifty percent 
equity interest rule is straight forward and should be used to deny 
recertification to the Saranac facility. 

The Community Arts Partnership of Tompkins County, New York, and those 
additional individuals and entities listed in Appendix A filed timely motions to 
intervene in Docket No. QF90-114-006 (Saranac) in opposition to recertification. 

CaiEnergy has responded to the interventions and comments. CaiEnergy claims 
that NYSEG has no legitimate interest in any of the proceedings other than the 
Saranac proceeding and asks the Commission to deny its requests for intervention 
in other proceedings . CaiEnergy asks the Commission to deny the requests that 
the recertification applications be consolidated with each other and with the 
merger proceeding; in support, [*15] CaiEnergy alleges that each 
recertification application is fact specific, with different ownership 
structures and interests, and different fuels, different contracts, different 
present value analyses, different utility purchasers and different technical 
criteria. 

CaiEnergy also asks that the Commission deny requests for hearing in these 
proceedings. CaiEnergy states that the requests for hearing and disclosure of 
commercially-sensitive materials are inconsistent with the Commission's practice 
in QF cases and must be denied. CaiEnergy argues that QF certification and 
recertification proceedings are narrow in scope and effect and limited to a 
determination of whether, under the facts presented by the applicant for 
certification, the facility will satisfy the ownership and technical 
requirements for QF status. Finally, CaiEnergy opposes any disclosure to 
intervenors of the information filed under seal. CaiEnergy points out that the 
information for which it has requested privileged treatment is confidential, 
proprietary and sensitive in nature. 
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II. Discussion 

A. Procedural Matters 

Pursuant to Rule 214 of the Commission's Rules of Practice and Procedure, 18 
C.F.R. § 385.214 (1998), the [ *16 } timely, unopposed motions to intervene serve 
to make the persons which filed them parties to the proceedings in which they 
intervened. Further, notwithstanding CalEnergy's opposition to NYSEG's 
intervention in all of the dockets excepting one, we find that good cause exists 
to grant NYSEG's motions to intervene. We are satisfied that it has expressed an 
interest in the outcome of these proceedings that is not represented by another 
party and that its participation is in the public interest. Accordingly, we 
shall grant the motions to intervene. 

We will deny the motions for technical conference, for hearing and to 
consolidate the recertification dockets with each other and with the merger 
docket filed in Docket No. EC98-63-000. Our denial of recertification and the 
rationale for our denial make these motions moot. A trial-type hearing is not 
necessary to our determinations in this case. Also, we need not consolidate 
cases that we do not set for trial- type hearing. 

B. QF Status Following CalEnergy's Acquisition of 

MidAmerican 

We will deny the applications for recertification of QF status filed by 
CalEnergy. In each of the applications, the Commission is asked to declare that 
a facility [*17] which, upon CalEnergy's acquisition of MidAmerican, will be 
owned more than 50 percent by electric utility entities will nevertheless 
satisfy the statutory requirement that a QF must be: 

owned by a person not primarily engaged in the generation or sale of electric 
power (other than electric power solely from cogeneration facilities or small 
power production facilities) . 

CalEnergy has offered a novel theory on how its facilities will satisfy the 
ownership requirements for QF status. As described above, CalEnergy would have 
the Commission look at the stream of benefits over the life of the facility, and 
determine that the facility is owned by a person not primarily engaged in the 
generation or sale of electric power, because more than fifty percent of what 
CalEnergy projects as the stream of benefits over the life of the facility were 
or will be paid out to non-utility interests (including CalEnergy before it 
becomes an electric utility holding company) . CalEnergy also proposes to assure 
that the control of the facilities is in non-utility hands. 

However, looking at the past stream of benefits, and putting certain limited 
decision making procedures concerning future benefits into the [*18] hands of 
independent directors, does not make the facilities owned by "a person not 
primarily engaged in the generation or sale of electric power." First we note 
that both the stream of benefits test and the control test nl4 were developed by 
the Commission as an aid in determining whether an electric utility or electric 
utility holding company owned more than 50 percent of the equity of a 
partnership claiming QF status. n!5 These tests were never intended to supplant 
the statutory nl6 and regulatory nl7 requirement that a facility be "owned by a 
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person not primarily engaged in the generation or sale of electric power/ (other 
than electric power solely from cogeneration facilities or small power •' 
production facilities) . * Even if we were to give a liberal interpretation to the 
50 percent equity interest aspect of our QF ownership regulation (through 
adjusting the measurement of the stream of benefits) , we fail to see how the 
literal language, or the intent, of PURPA' s "primarily engaged" test would be 
met if a QF's ultimate owner also owns 100 percent of an electric utility 
"engaged in the generation or sale of electric power (other than electric power 
solely from cogeneration facilities [*19] or small power production 
facilities) * . nl8 


_________________ -Footnotes- ----------------- 

nl4 CalEnergy’s claim of QF status rests primarily on its claim of satisfying 
these two tests . 

nl5 Indeck North American Power Fund, L.P.,et al., 85 FERC P61 , 239 at 
62,001-02 (1998). 

nl6 16 U.S.C. § 796(17) (C) (ii) and 18(B) (ii) (1994); see supra at 2. 

nl7 18 C.F.R. § 292.206 (a) and (b) (1998); see supra at 2. 

nl8 We note that the cases relied upon by CalEnergy did not address factual 
patterns similar to the facts presented by CalEnergy 1 s applications, nor were 
they intended to provide guidance for such fact patterns . We have never used the 
stream of benefits test or the analysis of control to justify complete or 
majority ownership of a QF by an electric utility holding company from the date 
the latter gained such status until the facility's economic benefits are 
exhausted. Moreover, in each of the cases cited by CalEnergy, the Commission 
looked at the stream of benefits on a prospective basis, without considering 
past benefits as CalEnergy would have us do. To the extent a broader approach is 
suggested in any cases decided under delegated authority, those cases are not 
binding as precedent on the Commission. Phoenix Hydro Corporation, 26 FERC 
P61, 289 (1984), aff’d 775 F,2d 1187, 1191 (D.C. Cir. 1985). Furthermore, the 
Commission has interpreted the ownership requirements of PURPA strictly. See, 
e.g., Connecticut Valley Electric Company, Inc. v. Wheelabrator Claremont 
Company, L.P., et al., 82 FERC P61,116, reh'g denied, 83 FERC P61,136 (1998). 

________________ -End Footnotes- ---------------- 

1 * 20 ) 

As we noted above, eight of the fifteen facilities are 100 percent owned by 
CalEnergy and CalEnergy does not propose to divest itself of any portion of 
those facilities. We do not see how we can find that a facility 100 percent 
owned by an electric utility holding company satisfies the statutory 
requirements for QF status. As the Commission pointed out when it promulgated 
its regulations implementing the ownership requirements of PURPA, while Congress 
intended that an electric utility could participate in the ownership of a 
qualifying cogeneration or small power production facility: 

the thrust of section 201 of PURPA is to limit the advantages of qualifying 
status to cogeneration and small power production facilities which are not owned 
primarily by electric utilities or their subsidiaries. [ nl9 ] 
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----------------- -Footnotes- ----------------- 

n!9 Order No. 70, FERC Stats. & Regs., Regulations Preambles 1977-1981, P 
30,134 at 30,953-54; 45 Fed. Reg. 17959 at 17970-71 {1980}. 

---------------- -End Footnotes- ---------------- 

we will accordingly deny CalEnergy's applications for recertification. [*21] 

Our reasoning applies equally to the other facilities CalEnergy seeks to 
recertify. Each of those facilities is owned more than 50 percent by electric 
utility interests. CalEnergy owns 100 percent of two of those facilities and 
proposes to divest well under 50 percent of the ownership of each of those 
facilities to a non-utility. Three other facilities are owned by CalEnergy and 
other utility interests. CalEnergy's arguments are no more persuasive here than 
for the facilities addressed above. 

CalEnergy's attempt at showing that it will no longer control the facilities 
is also without merit. CalEnergy, in its appointment of independent directors, 
does not intend to divest itself of the full range of powers normally associated 
with ownership. CalEnergy's proposal to give control to independent directors 
relates primarily to the control over the stream of benefits. Moreover, for 
eight of the facilities, there is only one owner capable of receiving the 
facility benefits — CalEnergy. The provision for independent directors with 
control of the stream of benefits and other limited issues in those eight cases 
is insufficient to demonstrate compliance with the statutory and regulatory 
requirements. C *22 3 

Our action today does not mean that CalEnergy's ownership of the facilities 
is prohibited. It merely means that when CalEnergy becomes an electric utility 
holding company, the facilities will no longer qualify for the benefits of QF 
status, unless CalEnergy reduces its current level of ownership sufficiently. 
n20 


_________________ -Footnotes- ----------------- 

n20 Id. at 17971. 

---------------- -End Footnotes- ---------------- 

The Commission orders: 

(A) The timely, opposed, motions to intervene of NYSEG are hereby granted. 

(B) The applications for recertification of qualifying facility status filed 
in these proceedings are hereby denied. 

By the Commission. 

APPENDIX: 

Appendix A 

(Additional Intervenors in Docket No. QF90-114-006) 
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The Broome Chamber of Commerce of Binghamton, New York 

The New York Farm Bureau of Glenmont, New York 

New York State Automobile Dealers, Inc. of Albany, New York 

The Cheektowaga Chamber of Commerce of Cheektowaga, New York 

The Elmira Area Retired Teachers Association of Pine City, New York 

Eric W. Rhodes of Binghamton, New York 

Colleen M. Dundon of Conklin, [*23] New York 

Kathryn M. Mele of Endicott, New York 

Bonnie McLaud of Berkshire, New York 

Paul T. Nugride of Endwell., New York 

Charles Trick of Port Crane, New York 

Sharon Powers of Waterloo, New York 

Deborah W. Fenwick of Binghamton, New York 

The Disabled American Veterans, Thomas Poldino Chapter 185, of Lindenhurst, New 
York 

David Comfort of Schuyler Falls, New York 

The Southern Tier Independence Center of Binghamton, New York 

The Friends to the Elderly, Youth and Family Center, Inc. of Buffalo, New York 

Stephen Vincent of Auburn, New York 

The American Military Retirees Association, Inc. of Plattsburgh, New York 

Edward J. Personius of Binghamton, New York 

The Tioga County Chamber of Commerce of Owego, New York 

James G. Sprague of Apalachin, New York 

William Gorman of Apalachin, New York 

David S. Miller III of Apalachin, New York 

Auburn Vacuum Forming of Auburn, New York 

George E. Bonner of Apalachin, New York 

The Broome County Arts Center of Binghamton, New York 
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Richard Bence of Owego, New York 

The Council of Churches of the City of New York 

William McCann of Vestal, New York 

Lauren Massey of Binghamton, New York 

Margaret M. Cerchiara £*24] of Endwell, New York 

David A. Petersen of Vestal, New York 

The Village of Alden, New York 

The New York State Grange of Cortland, New York 

Tony Morrow of Dansville, New York 

Ann T. Carnrike of Norwich, New York 

The Tioga County Legislature of Owego, New York 

Jim Salmon of Mechanicville, New York 

The American Heart Association, Mid-State Region of Binghamton, New York 
Walter Savichky of Binghamton, New York 
Alexander J. Kalicki of Auburn, New York 
Daniel Carden of Endwell, New York 

The National Association of Letter Carriers, Branch 2094 of College Point, New 
York 

Patricia F. Lanter of Binghamton, New York 
William Morrison of Brewster, New York 

The Vietnam Veterans of America, Inc, New York State Council 
Tad Palmer of Binghamton, New York 
Paul Wachtler of Binghamton, New York 

First Heritage Federal Credit Union of Painted Post, New York 

Christine Swart of Vestal, New York 

David Greenfield of Lockport, New York 

New York State Dairy Foods, Inc. of Syracuse, New York 


Sonoco Crellin of Chatham, New York 
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Don Reynolds of King Ferry, New York 

Warwick Valley Church of the Nazarene of Warwick, New York 
Tioga State Bank of Spencer, New York 

Country [ *25 3 Club Chevrolet and Otsego Automotive of Oneonta, New York 

Ericka Fothergill of Geneva, New York 

Toby Wollin of Binghamton, New York 

The Town of Binghamton, New York 

Chris Argetsinger of Binghamton, New York 

Colleen Anders on -Labosky of Binghamton, New York 

Milt Newbitt of Binghamton, New York 

Marlene L. Wolfinger of Binghamton, New York 

Wallace H Benjamin, Jr. of Chenango Forks, New York 

Jim Turner of Binghamton, New York 

Brian J. Eldridge of Orchard Park, New York 

Village of Poret Dickinson, New York 

Thomas R. Tefft of Vestal, New York 

Keith Lorenzetti of Vestal, New York 

Kenneth Francisco of Vestal, New York 

Robert Perkins of Plattsburgh, New York' 

David Cheeseborough of Vestal, New York 
Brenda Patton of Montecello, New York 
Town of New Lebanon, New York 
Jay Hershowitz of Binghamton, New York 
Alan P. Zdimal of Endicott, New York 
George Mouton, of Binghamton, New York 
Carol L. Stankevich of Binghamton, New York 
John C. Putos of Binghamton, New York 
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William W. Weiman of Auburn, New York 

H. Gerald Willower of Geneva, New York 

Sarah Ferro of Auburn, New York 

Robert Williams of Auburn, New York 

Richard A. Bullock of Owego, New York 
£*263 

Elizabeth Sparby of Windsor, New York 
Susanne A. Dwyer of Endwell, New York 
Mike Tesla of Conklin, New York 
Stanley LaComb of Conklin, New York 
Martin S. Hahn of Vestal, New York 
Matthew J. Cook of Endwell, New York 
Christine H. Bonner of Chenango Forks, New York 
William B. Crawford, Jr. of Owego, New York 
Mary H. Merrit of Binghamton, New York 
Patricia A. Seketa of Binghamton, New York 
Cheryl M Buckley of Apalachin, New York 
Jeffrey Allen of Binghamton, New York 
Albert J. Dauphinais of Harporsville, New York 
David L. Gridley of Port Crane, New York 
Patricia A. Boynton of Port Crane, New York 
Kathryn A. Granger of Endwell, New York 
Kenneth Gillette of Endicott, New York 
Monica Weslowski of Auburn, New York 
Dennis White of Vestal, New York 
Paul DeAndrea of Franklin, New York 
Suzanne J. Ford of Berkshire, New York 
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Virginia Shriner of Freeville, New York 
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Peter Foster of Binghamton, New York 
Phyllis Felker of Kirkwood, New York 
Pamela J. Scott of Vestal, New York 
Alan Hertel of Apalachin, New York 
Karen Kalata of Vestal, New York 
Jack Jessop of Endwell, New York 
Marino D. Martello of Endicott, New York 
John Zdimal of Endwell, 1*27] New York 
Vicky L. Szalach of Vestal, New York 
Bob Lowell of Somers, New York 

William Dobins, Jr., Owner /Manager of Vance Metals of Geneva, New York 
Owen Louden of Geneva, New York 

Susan King, Owner /Manager of A Country Basket of Geneva, New York 

Lewis J. Davis of Auburn, New York 

Frank Inglese of Depew, New York 

Denny Mastro of Ithaca, New York 

Raymond C. Glover of Pine City, New York 

Elizabeth A. Ruggiero of Horsehead, New York 

Mike Markov of Windsor, New York 

Western New York teamsters Local Joint Council #46 of Cheektowaga, New York 
Thomas and Betts Corporation of Horsehead, New York 
Theodore E. Anderson of Otego, New York 

Ken Isaman, Legislator, Steuben County, Arkport, New York 
Ghent Fire Protection District of Ghent, New York 
Bob Counihan of Brewster, New York 
Thomas Fare 11 of Ithaca, New York 


Richard Charsky of Ithaca, New York 
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Marilyn Malone Agency of Owego, New York 

Les Buchanan of Ithaca, New York 

Tim Karski of Ithaca, New York 

Stephen W. Mauersberg of Waverly, New York 

BDC Management of Coming, New York 

Robert Baderscher of Endicott, New York 

Richard Peterson of Trumansburg, New York 

Noel Desch of Ithaca, New York 
C *28] 

Binghamton Imagination Celebration of Binghamton, New York 
Purolator Products, Inc. of Elmira, New York 
LaBarge Companies of Syracuse, New York 
Andy Sciarabba of Ithaca, New York 

Southern Tier Economic Growth, Inc of Elmira, New York 
Diane L. Chester of Endicott, New York 
Rural Opportunities, Inc. of Rochester, New York 
La Resurrecccion United Methodist Church of New York 

Hope Line/Resource Center for Community Development of Bronx, New York 
Chemung County, New York 

The American Legion Post 234 of Ballston Spa, New York 
Three Rivers Development Corporation of Corning, New York 
Buffalo Niagara Partnership of Buffalo, New York 

The International Brotherhood of Electrical Workers of Coraopolis, Pennsylvania 
The New York State Automobile Dealers Association of Albany, New York 
The First Reformed Church of Hastings-on -Hudson, New York 
The Albany Branch of the NAACP 

Greater Coming Area Chamber of Commerce of Corning, New York 
United Transportation Union of Albany, New York 
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Southern Saratoga County Chamber of Commerce of Clifton Park, New York 
Town of Ellenburg, New York 

United Way of Broome County, Inc, of Binghamton, New York 

William Magee, £ *293 Assemblyman 111th District, the Assembly, State of New 
York 

Donald L. Wells of Benice Center, New York 

Vince Taylor of Bainbridge, New York 

Town of Altona, New York 

Town of Chazy, New York 

Tom Machalek of Endicott, New York 

A.J. Christopher Wood of Vestal, New York 

Northern Tier Aging Services of Berlin, New York 

Frank Sarday of Johnson City, New York 
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( Committee on Governmental Affairs 

EXHIBIT #A-27 

January 11, 1999 


Laurel Mayer, Esq, 

The Nature Conservancy 
201 Mission Street, 4* Floor 
San Francisco, California 94105 


Re: ZCDC/Naturc Conservancy Assignment Agreement 

Dear Laurel: 

Please reference the Assignment Agreement (the “Agreement'’) dated 
November 18, 1 998 between The Nature Conservancy and Zond Cabazon Development 
Corporation (“Zond Cabazon"). Pursuant to Section 2 of the Agreement, Cabazon Power 
Partners, LLC (“Cabazon”), as successor by merger to Zond Cabazon, desires to 
terminate the Agreement, including the Net Profits Rights (as defined in the Agreement). 

In consideration of your agreement to terminate all rights, title, and interest to the 
Agreement; including but not limited to the Net Profits Rights, and to waive the 
applicable notice provision thereunder, Cabazon hereby agrees to pay to The Nature 
Conservancy the amount of £10,000. By your acknowledgment of this letter in the space 
provided below, the Agreement and the Net Profits Rights will be terminated effective as 
of January 6 _, 1999- 

CABAZON POWER PARTNERS LLC 



ACKNOWLEDGED AND AGREED TO BY: 
The Nature Conservancy 


By:. 



Nam 


Title: 


l:\WBUSU.MH«J\ENKloeca8AaONIKAnmBUX>C 


EVE 1788500.0001 
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Federal Energy Regulatory Commission 
Washington, D.C. 20426 


Committee on Governmental Affairs 

EXHIBIT #A-28 


MEMORANDUM TO : Kevin P, Madden 
General Counsel 


CONFIDENT^* 16,2001 
NON-PUBLIC 


Daniel L. Larcamp 

Director, Office of Markets, Tariffs and Rates 
Donald J. Gelinas 

Associate Director, Office of Markets, Tariffs and Rates 
John M. Delaware 

Deputy Director, Office of the Executive Director 


FROM 


: Marvin Rosenberg, Economist 
Perry L. Brown, Economist 
Energy Markets Division 
Office of Markets, Tariffs and Rates 


Kim G. Bruno, Attorney 
Market Oversight and Enforcement 
Office of General Counsel 



Mary C. Lauermann, Auditor 
Division Regulatory Audits 
Office of the Executive Director 

Subject : Inquiry into EnronOnline 

In May, 2001 you asked a team, comprised of staff from OMTR, OGC and the ED, 
to initiate an inquiry into the scope and development of electronic trading in the electric 
power and natural gas markets. The team was asked to evaluate EnronOnline's dominant 
position in electronic trading in the energy industries and to determine its impact on the 
natural gas and electric markets. The attached team report is a preliminary review of 
EnronOnline. The Office of General Counsel is currently drafting a comprehensive 
memorandum concerning the Commission’s jurisdiction over online trading. 
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Report on EnronOnline 


Introduction 

The marketing of both natural gas and power are relatively recent developments. 
Natural gas marketing began with the deregulation of the price of natural gas in 1978 and 
expanded with the Commission's Pipeline Open Access Rule, Order No. 636, in 1992. In 
the decade since Order No. 636, natural gas marketing has developed into a large robust 
activity with many marketers trading over 65 Tcf per year. 1 

The Energy Policy Act of 1992 stimulated the development of the trading of 
wholesale electric power. The Commission's Electric Utility Open Access Rule, Order 
No. 888, in 1996 spurred its development. Electric power marketing is not as developed 
as natural gas marketing, but there are about 100 active marketers trading approximately 
4.5 billion MWh per year. 2 

Electronic trading (e-trading) platforms began to appear several years after Order 
No. 636. But it wasn’t until the popularization of the Internet that real success was 
attained. Since its founding in November 1999, EnronOnline (EOL) has become the 
overwhelmingly dominant e-trading platform for natural gas and electric power. EOL’s 
dominance of e-trading combined with Enron’s position as the largest marketer of natural 
gas and electric power, raises the question that the team was asked to investigate: 

Given Enron’s size as the largest marketer of natural gas and electric power and 

EnronOnline’s dominant position in e-trading in the energy industries, what is the 

impact of EnronOnline on the natural gas and electric markets? 

This report is the result of a two-month inquiry into EOL and e-trading in the 
natural gas and power industries. During this period staff discussed energy trading, 
electronic trading and energy derivatives with members of the industry, as well as 
searching the trade and popular press for background material. At the beginning of the 
inquiry, the team met with Enron personnel to learn about EOL. Following this meeting, 
the team met with Dynegy regulatory and technical staff to leam about Dynegydirect, a 
rival e-trading platform that uses the same business model as EOL. In addition, the team 


1 Natural Gas Intelligence, "Top Gas Gorillas Show Phenomenal Volume Growth," 
February 21, 2001. Note that there is more gas traded than consumed because the same 
gas can be traded multiple times. 

2 Power Marketer Week, February, 26, 200 1 . 
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met with energy traders at Allegheny Energy Global Markets, Dynegy, Enron, Reliant and' 
PG&E National Energy Group. The team also met with representatives of the New York 
Mercantile Exchange (NYMEX) and the New York Stock Exchange (NYSE) to leant of 
their experiences with electronic trading and any problems they foresee with energy e- 
trading as it evolves. In addition, the team met with representatives of Kiodex, a financial 
software firm, that is developing a new e-trading system for the NYMEX and whose risk 
management software is made available on EOL to its customers. The members of the 
team also took courses in energy derivatives and financial and energy market trading. 

Background 

The business concept underlying EOL is simple. Trading on EOL using the 
Internet replaces marketing that previously took place by telephone and fax. On EOL, 
Enron marketers are on one side of every trade just as they are when they use phone and 
fax to trade. EnronOnline is a computer system operated by an Enron subsidiary called 
Enron Networks, Inc. Enron marketing subsidiaries Enron Power Marketing, Inc. 

(EMPI) and Enron North America, Inc. (ENA) conduct Enron's electric power and 
natural gas trading, respectively. Figure 1 is a stylized organization chart of Enron Corp. 
showing where EOL is located in relation to gas and power marketing, and the pipelines. 

EOL uses a one-to-many trading model, where Enron takes one side of every 
transaction taking place on EOL. EOL differs from traditional exchanges like the NYSE 


Figure 1 

Organization Chart of Enron Corp 
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and the NYMEX. These exchanges determine price by matching the buy and sell orders 
of many traders. On EOL, price is determined when a buyer or a seller accepts an offer or 
bid price posted by an Enron trader. Energy trading platforms such as Altra and 
Intercontinental Exchange (ICE), which use a many-to-many model, are more like a 
traditional exchange because price is determined by the many buyers and sellers. 

Enron marketers post bids and offers for the natural gas and electric power 
products that are traded on EOL. Figure 2 shows a sample web page from EOL. The 
screen shows some of the physical and financial products that are traded and bids and 
offers that Enron has set. To purchase a product from Enron, a trader clicks on the offer 
price. To sell a product to Enron, a trader clicks on the bid price. 


Figure 2 

Sample page from EnronOnline 



4 



812 


EOL screens do not show prices or volumes of completed transactions, nor does 
EOL indicate, when a deal has been made. EOL displays changes in bids and offers, but 
traders outside of Enron do not know whether changes are the result of a transaction or 
Enron changing the bid and offer price. In addition, if a product disappears from the 
screen traders outside of Enron do not know whether trading has ended in that product for 
the day or just suspended for a while. 

Natural Gas and Power Marketing 

Most natural gas and power trading is accomplished through traditional methods, 
although the use of e-trading, discussed below, is growing. Table 1 shows the sales of the 
20 largest natural gas marketers during 1999 and 2000, ranked by sales in 2000. 3 To 
compute the table, the team summed the annual sales of the 20 largest wholesale natural 
gas sellers and computed each seller’s share of that sum for each year. The team 
emphasizes that these are shares of an amount that is less than the total amount of natural 
gas sales for the respective years. Therefore, the shares appearing in the table are larger 
than each marketer's share of the nationwide annual natural gas sales. For this reason the 
team cautions against treating them as national ’’market’’ shares. In addition, they reveal 
nothing about the size or number of sellers in smaller regional or local areas. 4 

The individual shares of the 20 largest marketers ranged from 2.3 percent to 15.9 
percent. During 2000, Enron's natural gas sales grew nearly 80 per cent from 1999, and 
its share of aggregate natural gas sales in 2000 is twice that of its nearest competitor. 


3 Natural Gas Intelligence, F ebruaiy 19,2001. 

4 The team has not conducted a rigorous analysis of trading markets for lack of time 
and sufficient and reliable data. 


5 
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-Table! 

Top 20 North America! Cu Miritttn 
Ranked by 2000 Sale* Voiame* 
<BdW) 






2000 

1999 

2000 




Share 

Share 

Risk 

Company 1 

2000 

1999 

(%)•* 

<%>*• 

1 

Enroo(I) 

23.8 

13.3 

15.9 

10.4 

2 

Duke (2) 

11.9 

10.5 

7.9 

8.2 

3 

Aquila (3) 

10.5 

10.4 

7.0 

8.1 

4 

Coral (4) 

10.2 

9.8 

6.8 

7.7 

5 

Dynejy(5) 

9.7 

88 

6.5 

6.9 

6 

Sempra(ll) 

8.9 

5.8 

5.9 

4.5 

7 

Reliant (7) 

8.7 

6.8 

5.8 

53 

3 

BP Amoco (12) 

8.4 

S.4 

5.6 

4 2 

9 

□ Paso (8) 

6.9 

6.7 

4.6 

52 


Mirant 1 (12) 

6.9 

5.4 

4.6 

4.2 

II 

Axj**(10) 

63 

6.5 

43 

5.1 

12 

TransCanada (9) 

6.4 

6.6 

43 

53 

13 

PG&E (6) 

5.0 

8.4 

33 

6.6 

14 

Williams (14) 

43 

4.2 

2.9 

33 

15 

Texaco (16) 

3.9 

3.4 

2.6 

2.7 

16 

A£P{21) 

3.8 

2.7 

2.5 

2.1 

17 

ExxonMobil (15) 

3.7 

3.6 

2.5 

2.8 

18 

Chevron (17) 

3.4 

3.2 

23 

2.5 


Conoco (17) 

3.4 

33 

2.3 

2.5 


TXU (19) 

3.4 

3.0 

22 

23 


Total 

149.7 

127.7 




* Volumes represent Sort* American physical moral gas sales and exclude ftaaaoai 
transacrioas. Sales volumes arr prowled by ctxnpmy offioxb. 

•* Share of 20 largest marketers. 

' Mamba- in ( ) in di c a tes 1999 ranking. 

1 Formerly Southern Energy. Inc. 

1 Formerly Koch Energy Trading and Entergy Power Marketing Co. 

Source: Kami Gas Intelligence, Febunry 19, 2001 

Table 2 shows the sales of the 24 largest power marketers during 1999 and 2000, 
ranked by sales in 2000. Each seller's share is based on an estimated 4.5 billion Mwh sold 
in 2000. We have no comparable annual aggregate sales estimate for 1999. In 2000, the 
shares of the 24 largest power marketers ranged from 1 .0 percent to 13.0 percent Enron's 
electric power sales increased by more than its natural gas sales, almost doubling its sales 
of power from 1999 to 2000. 
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Tabic 2 


Top 24 North Ac* erica a Wboksak Power Marketers 
Raaked by 2000 Saks VoiW 
(Mwb) 


2000 


2000 Power 

1999 Power 

2000 

Risk 

Company 

Saks 

Saks 

Share 

1 

Enron Power Mktg 

590,203.540 

299391.856 

13.04 

2 

American Electric Power 

401303.435 

N/A 

8.87 

3 

PG&E 

2X3.023,196 

174.708,763 

635 

4 

Duke 

276339.139 

84.813.982 

6.10 

5 

Reliant 

20*312370 

76.809.162 

4.51 

6 

Mjwu/Southem 

202.627.106 

165.005.787 

4.48 

7 

Aquila 

1X6.737.141 

178.866.993 

4.13 

i 

Edison Mission * 

1 80.23437S 

N/A 

3.98 

9 

Ciner© 

166,425.713 

N/A 

368 

10 

Constellation 

162.409398 

50.437,8X8 

339 

11 

Williams 

13X39X312 

61.076.042 

3.06 

12 

Dynegy 

137,700.000 

60.000,000 

3.04 

13 

B Paso 

1J53M.070 

52368.955 

235 

14 

Avista 

I06.S72.S06 

101,493,643 

236 

15 

Pseg Power 

100,702355 

N/A 

233 

16 

Peco Energy 

S2.755.646 

N/A 

I.S3 

17 

Koch Energy 

7631 1.750 

39.621.8X5 

1.69 

IS 

Morgan Stanley 

63.164321 

26.004331 

1.40 

19 

Allegheny Energy 

61.8X6.191 

3.023.115 

137 

20 

PP&L 

60.431.909 

8393321 

134 

21 

Sempra 

59.1X2334 

15.074.461 

131 

22 

Entergy 

55.129365 

39.043.601 

132 

23 

Merrill Lynch 

53379.665 

N/A 

1.18 

24 

Tractebel 

47.723370 

50,932.092 

1.05 


'Citizens Power merged with Edison Mission 
Source: Power Marketer Week. February. 26. 2001. 


The interpretation of Table 2 is similar to that of Table 1, with one exception. In 
this case we have an estimate of nationwide power sales for 2000. The shares we 
computed are likely to be closer to actual shares of a national market than the natural gas 
marketers' shares appearing in Table 1. We still suggest caution because the data in Table 
2 are presented as accurate to the Mwh, but the nationwide power sales estimate is 
presented to the nearest 500 million Mwh and we are unsure of the source of the 
nationwide estimate. 


The year 2000 was the first full year EOL was in operation, and Enron has credited 
EOL with helping Enron increase its sales. Enron spokesman Eric Thode said: 

Gas and power use was up all across the United States [in 2000] for a 
variety of reasons and EnronOnline certainly brought a great deal more 
traffic to Enron than we had ever seen in the past. Whereas someone may 
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have done 10 transactions a month with us in the past last year they were 

doing 20. s 

EnronOnline’s Share of Annual Natural Gas and Power Trading 

As shown above, Enron accounts for approximately 16-percent of gas trading and 
13-percent of power trading. Enron has recently claimed that 60-70 percent of its gas and 
power trading in North America occurs on EOL. A very rough estimate of the share of 
gas and power trading over EOL can be obtained by applying the 70-percent figure to 
Enron’s gas and power sales. The result suggests that trades on EOL account for about 9 
percent of all wholesale power sold and 1 1 percent of the gas sold by the 20 largest gas 
sellers. 

There are indications that Enron's phenomenal growth may be slowing. According 
to data from Gas Daily, Enron's gas sales for the first quarter of 2001 have declined while 
their competitors sales have increased, and Enron's share of total sales is off slightly from 
the last quarter of 2000 . 6 

Neither Enron's share of the gas trading or power trading are very high - certainly 
not high enough to cause any concern at present. Given the youth of electronic trading, 
and the rapid changes in the industry, we believe it would be prudent to keep watch over 
all forms of trading, electronic or otherwise. 

Electronic Trading of Natural Gas and Power 

The Team found that e-trading is not a separate market from traditional phone and 
fax. In addition to having EOL and at least one other Internet trading platform on their 
desktop computers, traders have links to many voice brokers. It is not unusual for a trader 
to be linked directly to eight voice brokers. Thus, a trader can quickly obtain price quotes 
from many sources when making a trade. 


s Natural Gas Intelligence, "Top Gas Gorillas Show Phenomenal Volume Growth,” 
February 21, 2001. 

6 Gas Daily, "Top Marketers by Volume," for first quarter of 200 1 and last quarter 
of 2000. 
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Size of e-trading 

E-trading of natural gas and electric power began to grow rapidly only after EOL 
started operation. Forrester Research, Inc., estimates that 38 percent of physical natural 
gas, and 1 7 percent of physical electric power marketed in the United States during 200 1 
will be traded on line. Forrester Research estimates that by 2005, 72 percent of gas and 
45 percent of power will be traded on line. 7 

Appendix A shows a list of electronic trading platforms identified by the team. 

The Appendix shows the ownership of the platform (where available), the type of 
exchange (many-to-many or one-to-many) and an indication of the volume of transactions 
on the platform. 

Analysis of Competition Faced bv EnronOnline 

Early e-trading, such as on Altrade, allowed buyers and sellers to post their bids 
and offers. The general opinion in the industry was that this many-to-many model would 
be how e-trading would develop. 

Today there are more many-to-many platforms, but the most successful platform, 
EOL, uses the one-to-many model. Appendix A shows the reported volume and notional 
value 8 of the platforms. There appears to be considerable hype about trading volumes 
and we are not sure how much weight can be placed on the reported notional values. 

The industry acknowledges that EOL is by far the leading exchange. EOL’s 
current notional value is $2.8 billion per day. 9 Ken Lay, the Chairman of Enron, recently 
said that EOL's "four biggest competitors represent an eighth of what we [EOL] have.” 19 
Yet the ICE claims trades of $700 million per day, roughly one-quarter the volume of 
EOL. Tradespark claims trades of $456 million per day. While we cannot be sure whose 


’Forrester Research, "Net Energy Hits Hypergrowth,” April 2001. 

*The term notional value is usually used in conjunction with derivatives. In that 
context it means the principal of a contract multiplied by the number of units. For 
example, in a swap contract, the principal value of the underlying asset is its notional 
value. 


’Slide presentation made by Dave Forster of Enron. 
l0 Gas Daily, April 4,2001. 
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claims are correct, to our knowledge no one has challenged Ken Lay’s claim. In addition, 
in our discussions with energy traders, we were told that the partners of ICE (and perhaps 
Tradespark) are required to execute a certain amount of trades on that platform and that 
the reported trading on that platform may be limited to a few participants. 

Late last year, Dynegy introduced a one-to-many e-trading platform to compete 
with EOL. Even though Dynegydirect uses the one-to-many platform, it has found that 
the one-to-many model alone does not guarantee success. As an enticement to traders, 
Dynegydirect offers next hour power products which are not offered by EOL. However, 
Dynegydirect has some usability problems. It requires installation of special software, 
and some traders have difficulty using Dynegydirect behind their corporate firewalls. 
Dynegy told us that they were in the process of writing a version of Dynegydirect that 
does not use special software. Of all the traders we interviewed, the only ones who use 
Dynegydirect were traders at Dynegy itself. 

In our tours of trading rooms, we found traders often had ICE on their desks in 
addition to EOL. One trader told us that he thought that ICE was coming along and might 
eventually be a real competitor of EOL. 

NYMEX is also a potential competitor to EOL. NYMEX is designing an e-trading 
system, called enymex, to trade energy financial products tied to the NYMEX’s liquid 
products. It is several months late and apparently will be many more months late. When 
we asked NYMEX staff about enymex, they did not respond. The staff at Kiodex said 
NYMEX fired the people writing the software for enymex and hired Kiodex to write it. 

Forrester Research predicts that ICE and Tradespark, supported by their large 
partners, along with enymex will survive to supply competition to EOL. 11 

Reasons for EnronOnline's Dominance of E-trading 

Before EOL, many traders were prejudiced against e-trading and believed that the 
personal touch was need for successful energy trading. There were many attempts at e- 
trading before EOL. As far as we can determine, they all used the many-to-many 
platform model, bringing together and then matching many buyers and sellers. They 
were often expensive to use and required dedicated communication lines and computer 
hardware. The cost for the service alone could approach $1,500 per month. In addition, 
these exchanges would charge a fee for every transaction. Traders at one trading house 


n Forrester Research, "Net Energy Hits Hypergrowth," April 2001. 
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described these systems as sitting in an isolated area where no one would go to look at 
what was happening on them. 12 

EOL introduced several innovations that quickly overwhelmed its competition. 
What may be the most important innovation was designing EOL to be used with a Web 
browser. In addition; Enron does not charge traders to use EOL. Suddenly, every trader 
had access to electronic trading at no cost 

Still, EOL may not have been successful if it had been difficult for traders to use. 
Not only is EOL easy for traders to use, it was easier and cheaper for Enron to create than 
the competing many-to-many model. 13 One of the reasons it is easy to use is that all a 
trader need do to buy or sell a product is point and click on a price. In contrast, it is 
harder and more expensive to develop an easy to use many-to-many system because it 
must permit traders to post their own bids and offers, and then match the orders. A one- 
to-many system in which Enron's own traders do all the posting behind the scenes is less 
complex and easier to develop. 

One of the problems plaguing e-trading before EOL was that traders could not be 
sure that the counterparty to a transaction would perform. On organized exchanges this 
function is performed by a clearinghouse. Altrade attempted to solve this problem for gas 
trading by paying an insurance company to ensure performance. This increased the fees 
charged by Altrade. EOL solves the problem by placing Enron as a counterparty to every 
transaction and guaranteeing performance with Enron’s reputation and credit 

Traders would be reluctant to use EOL if they had reason to believe that Enron is 
abusing the system. For example, technology exists that would allow Enron to show 
different prices to different traders. If Enron were to show different prices, traders would 
not be able to trust EOL. This would likely result in loss of business that would cost 
Enron more than it could gain by this behavior. We were told in our- interviews that 
traders in different firms occasionally compare prices on EOL to make sure Enron is not 
doing this. Traders also compare notes about their experiences with EOL. In our 
interviews, traders expressed positive opinions about EOL and often said it performed a 
useful service. We asked traders if they believed that Enron was abusing EOL. No trader 
expressed the opinion that he was cheated by EOL. 


12 Interview with Allegheny Energy Global Markets, July 12, 2001. 

13 The Economist, E-strategy brief: Enron, June 28, 2001 (EOL was created at a 
cost to Enron of approximately $20m or so in back-office upgrades.). 
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The success of EOL has proven the viability of energy e-trading and encouraged 
others to develop their own e-trading platforms in competition with EOL. 

Analysis of EnronOnline 

EOL provides Enron with the advantages of better price discovery, tower costs, lower 
risk exposure and better market information 

Enron is the only large energy marketer or trader to transact a significant portion of 
its business using e-trading. The result is that EOL provides Enron with a number of 
competitive advantages that have allowed Enron to increase its share of the energy trading 
market. Among the competitive advantages are: 

• EOL provides Enron’s traders with wider access to the market 

EOL puts Enron’s bids and offers on the desktop screens of almost every wholesale 
gas and power trader' The first set of prices traders check are often those on EOL. 

• EOL reduces transactions costs. 

EOL reduces Enron's transactions costs. These cost reductions allow Enron to buy 
at a higher prices and sell at a lower prices and maintain the same profit margins 
(narrower bid-offer spread). All trading firms have computerized back office 
record keeping and risk management systems. Once a deal is completed, 
information is manually entered into these systems. EOL reduces Enron's cost of 
entering transaction data by electronically moving the information directly from 
EOL to Enron’s back office data processing systems. Enron claims that EOL has 
reduced its transactions costs by 75 percent. '* 

• EOL reduces costs by increasing trader productivity. 

At the same time that it reduces data entry costs, EOL allows Enron's traders to be 
more productive. Thus Enron's costs are further reduced by allowing more business 
to be transacted by fewer people. Enron's 2000 Annual Report states that 
"EnronOnline has pushed productivity through the roof." Transactions per 
"commercial person" rose from 672 in 1999 to 3,084 in 2000. 15 


l4 Enron Corp., Press Release, May 23, 2001. 
,s Enron Corp., 2000 Annual Report, p. 9. 
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* EOL reduces transaction time and limits Enron's risk exposure. 

The automated nature of EOL decreases time needed to process a transaction, thus 
EOL reduces Enron's exposure to price fluctuations. The time between the 
placement of an order and its execution has been reduced from as much as two 
hours to a "split-second." 16 

• EOL provides Enron's traders with better market intelligence. 

The ability to capture all transactions on EOL in real, time allows Enron to build a 
data base of these transactions. Some traders interviewed by the team believe that 
Enron uses analytical software to keep its traders up-to-date on what is happening 
in the markets. They believe that the real time analyses allow Enron's traders to be 
better informed than other traders. 

What traders have told us about EOL 

The traders we interviewed told us that prices on EOL are very competitive. No 
trader interviewed by the team accused Enron of market manipulation. In fact, the 
Commission’s Hotline has not received complaints about anticompetitive activities by 
Enron through EOL. 

Some of the traders we interviewed told us that during the tumultuous markets 
earlier this year, when the market dried up Enron, through EOL, was willing to make a 
market for power in some areas. 

One trader told us that the wide range of products on EOL often provides him with 
a way to liquidate a position where none existed before. He said that he may lose 
something on the sale to Enron, but that a small loss is better than losing it all. 

Effects of EOL on Enron's Share of the Energy Sales 

E-trading has been very successful for Enron. While it took Enron nearly a decade 
for its daily gas transactions to reach 13.9 Bcf in 1999, in its first year EOL helped nearly 
double daily gas transactions to 24.7 Bcf in 2000. 17 


li The Economist, E-strategy brief: Enron, June 28, 2001. 
n Enron Corp., 2000 Annual Report, p. 9. 
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An Additional Consideration - Credit Impacts 

As part of our review of EOL, we compared bilateral trading, such as EOL's one- 
to-many format, with exchange trading, which follows a many-to-many format. In 
bilateral trading, publishing transactions prices and volumes is at the discretion of the 
trading parties. Price and volume data for individual transactions in the energy industry 
are almost never made public . 18 However, publishing transaction prices and volumes 
normally is a feature of many-to-many exchanges. 

Another difference between the two trading types is less frequently discussed. 

This relates to credit limits on the participants. On a many-to-many exchange, the risk of 
any party defaulting is spread over all the counterparties trades. In a bilateral trade, the 
risk of any party defaulting is home by the one party making the one-to-many market. 

Thus, with regard to credit, the many-to-many exchange and bilateral trade are in 
sharp contrast. In a many-to-many exchange, credit risk is dispersed among all market 
participants. Accordingly, a market participant in a many-to-many exchange may be able 
to buy more products than a single seller in a one-to-many market can sell to him. 

In contrast to a many-to-many exchange, the one party making a one-to-many 
market will shoulder all the risk of possible defaults by counter parties. If the market 
maker of a one to many market does not carefully control its exposure to the risk of 
default by an opposite party, it may find its financial stability compromised. 

The problem described above leads to the concern that the market maker on a one- 
to-many exchange might fail as a result of overextending credit and being unable to 
collect what others owe him. This, in turn, raises the issue of how such a failure might 
affect the physical market in which it occurs. 

At present, we see no reason to believe such failure is a likely event. We do 
believe, however, that Commission policies and individual decisions may affect the risk 
of default by parties who are themselves affected by Commission actions. We therefore 
urge the Commission and staff to consider that possibility as they contemplate policies 
and decisions, with an eye to preventing default risk arising as an "unintended 
consequence" of a particular action. 


,8 While marketers often report information about transactions to the trade press, 
the press does not usually publish prices and volumes associated with individual 
transactions. 
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Price Transparency and Indexes Based on Trading on F.OI. 

In addition to our main task, the team was asked to consider the Commission's 
response if Enron should request the Commission to approve an index based on EOL 
transactions. In addition to providing price indications for various products, the indexes 
could be used to set prices for contracts and swaps. 

Natural gas and power indexes reported in the press typically are anecdotal. To 
develop an index, a reporter usually surveys a number of traders and uses the results to 
compute the index. The reporter has no way to verify that the prices and volumes 
reported represent actual trades. There is no price transparency. Even with these 
shortcomings, industry participants rely on them, recognizing their limitations. 

Recently, Natural Gas Intelligence (NGI) and Gas Daily began to publish gas 
price indexes based on e-trading. NGI states that the data in its index are provided only 
by EOL, but invites other e-trading platforms to contribute to the indexes. Gas Daily 
does not identify the e-trading platforms used to compile its indexes. Enron does not 
provide actual transaction prices and volumes to these publications. It only provides them 
with weighted average prices. 19 

Reportedly, on July 1, 2001, Enron began providing the Natural Gas Exchange 
Canada (NGX), with actual transactions for several products traded on EOL. The 
transaction data are used to compute indexes published by NGX. 20 

Since EOL does not make transaction prices and volumes public, there would be 
no way to tell if an index supplied by EOL was being manipulated by Enron. Therefore, 
we recommend that a condition of approval be that EOL post all transactions in products 
covered by the index. 21 The posting should include the name of the product traded. 


‘’Telephone conversation with Enron representatives, July 27, 2001. 

20 Gas Daily, May 16,2001. 

21 In a recent Commission decision, the Commission rejected Portland General 
Electric Co.'s (PGE's) request to use EOL to make inter-affiliate sales. The Commission 
rejected PGE's tariff amendments because there were insufficient protections to prevent 
EOL from selling power to PGE at above-market prices and to permit unaffiliated 
customers and others to monitor inter-affiliate transactions. Portland General Electric 
Company, 96 FERC f 61,093 at 61,379 (2001). 
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price, volume, date and time of each transaction used in the computation of the index. 22 
In this way, traders will be able to police the index. The Commission should also ensure 
that there is reasonably active trading in the products included in the index to prevent 
Enron from using a few "sweetheart" trades to set the index value. 

Conclusion and Recommendations 

Given Enron’s size as the largest marketer of natural gas and electric power and 
EnronOnline’s dominant position in e-trading in the energy industries, is there cause for 
concern on the part of the Commission? 

Trading on EOL replaces marketing (bilateral trading) by Enron that previously 
took place by telephone and fax. EOL provides a more efficient method of bilateral 
trading and provides Enron with a competitive advantage. Our evaluation shows that 
there is no reason for concern about EOL at this time. 

Enron is the largest marketer with a 1 6-percent share of sales by the 20 largest gas 
marketers and 1 3-percent share of all sales of power marketers. In addition to Enron, 
there are other large marketers in both industries. 

E-trading is not a separate market segment. It is an integral part of the wholesale 
gas and power market. Traders usually have EOL and at least one other Internet e-trading 
platform on their desktop computers, plus links to many voice brokers. 

EOL provides Enron with considerable competitive advantages, such as better 
access to the market, lower transactions costs and better information. EOL began 
operation in late 1999, and in the following year Enron significantly increased its sales 
and market shares in both industries. Enron executives readily credit EOL with helping to 
achieve these sales gains. 

Trading on EOL replaces marketing (bilateral trading) by Enron that previously 
took place by telephone and fax. EOL provides a more efficient method of bilateral 
trading and provides Enron with a competitive advantage. 

While we found that there is no reason for concern about EOL at this time, 
deregulation and the introduction of e-trading are causing rapid changes in the energy 


22 These transactions should also be downloadable from EOL so that industry 
participants, the Commission and the public can analyze them. 
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industries. If Enron and EOL continue to grow at their current pace, competitive 
problems could develop. On the other hand, if viable competition to EOL develops, then 
EOL's competitive advantages will diminish. The team recommends that it continue to 
monitor EOL and electronic trading of natural gas and electric power to keep abreast of 
developments and to maintain the expertise developed by the team. 

While the Commission has not received Hotline complaints about EOL, if a pattern 
of complaints should arise, the Commission should consider conducting an inquiry into 
Enron's practices in trading specific products. 
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May 14, 2002 


The Honorable Pat Wood, III 
Chairman 

Federal Energy Regulatory Commission 
888 First Street, N.E. 

Washington, DC 20426 

Dear Mr. Chairman: 

The Senate Governmental Affairs Committee is conducting a broad inquiry into whether the 
federal agencies charged with overseeing the activities of Enron Corp. appropriately discharged their 
regulatory responsibilities. As you know, the Federal Energy Regulatory Commission (FERC) is 
among the agencies whose activities we have been reviewing. 

I write to express deep concern about information revealed during the course of our 
investigation. As discussed further below, our inquiry to date raises serious questions about whether 
FERC appropriately discharged its duties to monitor and regulate energy markets, followed through 
on warranted reviews of Enron's energy trading business, and heeded important warning signs of 
problems in Enron's business activities. 

Specifically, the Committee’s investigation has discovered that FERC launched an internal 
inquiry into Enron’s electronic energy trading activities in May 2001 — an inquiry that asked some 
of the right questions about Enron’s market practices, but ultimately settled for incomplete, 
unconvincing, or incorrect answers to those questions. Equally disappointing, FERC failed to follow 
up on some of the most serious concerns raised in the course of its inquiry. All this occurred at a 
time when internal Enron documents uncovered during the Committee’s investigation show the 
company placed a high priority on maintaining the unregulated status of its electronic trading 
activities. In the end, the 2001 FERC inquiry is ultimately more noteworthy for what it overlooked 
than for what it scrutinized, leaving consumers unprotected. 

Going forward, these events add to the numerous warning flags already flying in EERC’s 
view. As new energy markets emerge, the nation’s consumers have the right to expect their 
government regulatory agencies to be as aggressive in protecting and promoting their interests as 
energy companies are in exploiting new markets. We simply cannot accept anything less than 
proactive and energetic efforts by FERC to understand, monitor and, where necessary, regulate 
changing market developments. Our inquiry thus far suggests that FERC has yet to prove it is up 
to this challenge. While we cannot at this point conclude that a more proactive FERC inquiry would 
have sounded the alarm about Enron’s shaky financial condition, a better investigation may well 
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have exposed the cracks in Enron 's foundation sooner. At a minimum, a more searching inquiry into 
Enron’s opaque trading practices would, we hope, have led FERC to question whether it truly was 
discharging its duty to maintain just and reasonable energy rates. 

The troubling story of FERC’s 2001 inquiry into Enron Online is laid out below. I would 
appreciate your reviewing the information contained in this letter and providing the Committee with 
assurances that FERC has a plan in place to redress the institutional failures that story reveals. I 
intend to call FERC before the Committee to review the matters discussed in this letter, as well as 
other issues currently under review by Committee staff. 

***** 

For the past 15 years, FERC has played a central role in transforming the wholesale natural 
gas and electric sectors from highly regulated systems dependent onFERC-approvedcost-of-service 
rates to loosely regulated, highly competitive markets. This changing environment has given rise 
to new participants and market platforms as well as new corporate models -- such as the Enron 
Online trading service used by Enron Corporation — seeking to take advantage of the new business 
opportunities it presented. Throughout this process, FERC has been required to play multiple roles: 
( 1) continuing its traditional regulatory role in those cases where cost-of-service rates and regulatory 
approvals are still required, (2) taking on the new responsibility of leading the design and approval 
of untested market-oriented policies and institutional structures, and (3) maintaining throughout this 
period its statutory obligations to ensure that wholesale rates are just and reasonable, as required by 
the Natural Gas Act and the Federal Power Act and related statutes. 

As evidenced by the catastrophic failure of the California electricity market, regional price 
spikes in both electricity and natural gas prices, and most recently the precipitous collapse of Enron 
- the nation's largest energy marketer - navigating the waters of this transition continues to be a 
complex and difficult process. It is this very complexity and difficulty that requires a new sense of 
vigilance on the part of FERC, the leading federal agency in this arena. While FERC has taken on 
such a proactive role in revising natural gas and electricity regulations to create new market-based 
utility practices, it has taken a decidedly reactive approach to fulfilling its obligations to ensure that 
rates are just and reasonable each and every day for America's businesses and consumers in these 
new, complex, and still evolving markets. 

Despite the fact that deregulation of energy markets had opened the door for companies like 
Enron to create entirely new marketing models, such as Enron Online, and rapidly capture a sizable 
percentage of the market, it appears that FERC’s efforts to understand and adjust its regulatory 
approach to these new entities was, and is, severely lagging. As recently released internal Enron 
memoranda make clear, that company sought to manipulate California's energy market and engaged 
in abusive trading practices during the 2000-2001 energy crisis in California and other Western 
states. Y et FERC apparently waited nearly two years after the first allegations of market dysfunctions 
arose before launching a formal inquiry into the potentially abusive actions of individual companies. 
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In May 2001 , FERC's General Counsel did initiate arelated, staff-level inquiry- one into the 
status of electronic trading in the electric power and natural gas markets, in general, and the role 
played by Enron Online, in particular. A report discussing electronic trading and Enron Online's 
operation and the significance of its dominant share of these markets was completed on August 16 
2001. 


The report found that, unlike some online trading platforms which operate as third-party, 
”many-to-many" exchanges matching willing buyers and sellers, Enron Online appears to have 
operated as a proprietary extension of Enron's trading units, including entities regulated by FERC. 
In other words, an Enron trader was a party, either as a buyer or seller, to every trade on Enron 
Online. Therefore, only Enron would know valuable information about the actual volumes and 
prices transacted on its trading platform - and, of course, how the prices charged in any particular 
transaction were set or how they compared to those charged in other, similar transactions. 

The report also observed that Enron Online simply served as a trading platform for other 
Enron subsidiaries, shouldering no financial risk on its own. In other words, the financial risk of all 
the trades conducted through Enron Online remained with these other subsidiaries. This meant the 
solvency of Enron as a whole was important to the viability of Enron Online and to Enron’s trading 
activity. 

With that observation in mind, the report asked whether financial problems at Enron would 
threaten the energy markets. The report answered the question in two ways. First, it concluded that 
Enron did not have sufficient market share to disrupt the energy market if it failed. According to the 
report, Enron accounted for 16 percent of gas trading and 13 percent of electric power trading in 
North America, with the majority of Enron’s trading transacted through Enron Online. In the 
report’s view, the energy market could continue functioning smoothly absent Enron’s market share. 
Second, the report concluded that, in any event, the chance of Enron failing financially was remote. 
The report provided little support for this conclusion. 

Finally, the report found that Enron Online gave a competitive advantage to Enron’s own 
trading units by reducing their transaction costs, giving them wider access to the market, and 
providing them better market intelligence. 

In short, though the report identified a number of areas that ought to have troubled FERC as 
the federal government’s lead energy regulator, it found no reason for concern and no cause for 
action. This, I am afraid, was a critical mistake. 

First, though FERC staff identified the potential risk inherent in (a) a trading model that 
exposed the corporation to very large financial risks, and (b) the company’s dependence on its 
corporate credit worthiness to maintain its trading capability and to fulfill its trading commitments, 
staff failed to take the logical next step to thoroughly understand the significance of this finding. 
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Instead, they conducted only a cursory analysts of Enron’s financial standing, concluding that Enron 
was unlikely to fail as a result of overextending credit to its trading customers. This was obviously 
a mistake; although the scenario imagined in the report did not come to pass, in fact Enron was 
financially unstable, and within two months, had collapsed completely. 

Second, the analysis that led to the conclusion that Enron’s market share was insufficient to 
negatively impact the market in the event of the company’s failure was far too cursory. The report 
based its conclusion upon limited industry-supplied data that looked only at the national picture. 
FERC should have based its conclusion on more thorough data from actual regional markets, where 
market concentration would likely have been of greater concern. 

Third, while FERC concluded that it need not wony about the competitive advantage that 
Enron Online provided to Enron traders. Congress has received testimony that this arrangement may 
well have been unfair. In fact, Enron had a dominant position in the market through Enron Online, 
and the system gave Enron traders exclusive access to valuable information about market conditions 
unavailable to other participants. The extent to which Enron took improper advantage of this 
opportunity is unknown, but recent disclosures, contained in internal memoranda provided to FERC 
detailing potentially abusive Enron trading practices in 2000 and 200 1 in the California and Western 
energy markets must lead to a review by FERC of the possible use of Enron Online by Enron's 
traders to facilitate such abuse. 

Fourth, FERC staff failed to follow up on many of the issues raised by the report. Most 
troubling, given the concerns identified in the report related to Enron's financial risk, it appears that 
there was never any formal process established within FERC for monitoring the financial status of 
Enron - North America's largest energy trader - not even following the unexpected resignation of 
Enron CEO Jeffery Skilling on August 14. This was a key red flag that occurred just days before the 
final report was transmitted to FERC managers and helped persuade staff at the Securities and 
Exchange Commission (SEC) to begin that agency's investigation into Enron's financial condition. 
Even once the full magnitude of Enron's financial problems began to take shape in mid-October 
following Enron's restatement of earnings and public confirmation of the SEC’s investigation of the 
company, there appears to have been no formal effort within FERC to monitor the financial 
condition of the company or assess possible market impacts. FERC even failed to follow the 
recommendation made in the August 16 report that the team that prepared it continue to monitor 
effectively developments at Enron Online and other electronic trading platforms. There appears to 
have been no effort made at the agency to ensure that this recommendation was heeded. 

The significance of FERC’s failures to pay more attention to Enron’s financial condition is 
underscored by the agency’s reaction, late last year, to news of Enron’s collapse. When Enron’s 
demise became evident in November 2001 , FERC officials were apparently troubled enough about 
the potential impacts of the collapse on the energy market - the very concern dismissed in their 
August report - to raise these matters with representatives of the Federal Reserve, the White House 
National Economic Council, and Enron itself. 
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Another troubling facet of the August 2001 report is that it was apparently not distributed to 
you or to any commissioners prior to, or during, Enron's collapse to inform your decision-making, 
and it is unclear at what point any of the information contained in the report may have been provided 
to you or other commissioners. In other words, a report that might have served as a warning wound 
up being little more than a footnote in the story of Enron's collapse. 

Even though FERC initiated this report examining Enron Online and otherelectronic trading 
platforms - suggesting some level of concern within the agency about their growing influence - and 
found that, in fact, the use of online trading platforms and their trading volume were expected to 
grow dramatically, the agency has fallen far short of giving these mechanisms the scrutiny they 
deserve. 

In fact, an important task related to the Enron Online inquiry - the preparation of a 
comprehensive legal memorandum analyzing FERC’s jurisdiction over online trading, including 
Enron Online - was begun, but never completed. This, in my mind, is akin to the Food and Drug 
Administration (FDA) utterly failing to scrutinize the development of a major new class of drugs, 
so this effort should be quickly resurrected and completed. Completion of such a memo is also 
needed to clarify the jurisdictional boundaries between FERC and the Commodity Futures Trading 
Commission (CFTC) regarding energy trading activities and products, including online trading, and 
to better define the two agencies' respective market monitoring responsibilities in these developing 
markets. I also urge FERC to include examination of the role of electronic trading in its ongoing 
investigation into manipulation of the Western electric and natural gas markets. 

These trading platforms are precisely the sort of emerging market institutions that one would 
expect FERC to anticipate, to understand, to monitor and to address as the federal government's lead 
regulatory agency as the natural gas and electricity sectors transition to open, competitive markets. 

To date, the Committee's investigation has shown that many institutional watchdogs failed 
completely in their obligations to alert the public to the precariousness of Enron's business. The 
American people have every right to expect that federal regulatory agencies they fund with their tax 
dollars will act only on behalf of the public interest. It is therefore of great concern to me that FERC, 
having identified the specific red flag of Enron's credit and financial exposure and its potential risk 
toU.S. energy markets, not only concluded that such a failure was unlikely, but apparently took little 
action to ensure that this conclusion remained valid in the face of significant new developments - 
developments that prompted a sister agency to initiate first informal, and later, formal investigations. 
FERC's job is not simply to promote market changes, but to anticipate and monitor new 
developments and problems, and to protect the consumer against abuse. That latter role seems to 
have been neglected. 

In order to further the Committee’s inquiry, please provide answers to the following questions 
no later than May 28., 2002: 
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1) Has the Commission reviewed the August 16, 2001 report and the circumstances leading up to 
and following it? Do the Commissioners believe they received the information contained in the 
report in a timely manner? If the Commissioners did not receive the information in a timely manner, 
what steps will you take as Chairman to ensure that relevant staff investigations and work products 
are provided to the Commissioners? 

2) What conclusions has the Commission reached regarding the way staff handled the August 16 
report and the follow-up anticipated by that report? 

3) In light of the fact that we now know the August 16 report’s conclusion regarding Enron’s 
financial condition has been proven false, has FERC reevaluated its policies or approach to 
conducting financial evaluations? Does FERC have adequate statutory and regulatory authority to 
ascertain the financial condition of regulated entities and parent corporations, such as Enron? Does 
FERC have adequate requirements to ensure the creditworthiness of energy marketers? 

4) Why did FERC apparently fail to implement the recommendation in the August 16, 2001 report 
to direct the inquiry team to continue to monitor Enron Online and other trading operations? What 
plans does FERC have for monitoring the development and operation of online trading platforms, 
as recommended by the August 16, 2001 report, including plans to coordinate such activities with 
CFTC? 

5) Given the finding that Enron’s trading model entailed significant financial risk, why did FERC 
take no formal action to monitor the financial status of Enron after the August 16 report, especially 
given changing circumstances? 

6) Records provided by FERC show that there were interagency meetings with CFTC and with the 
SEC to discuss electronic exchanges, data collection, and market monitoring activities at the same 
time the inquiry that produced the August 16 report was underway. At the same time, FERC was 
also conducting an investigation into energy prices in the Northwest and a proceeding to determine 
whether the citizens of California were entitled to refunds from marketers like Enron. Were these 
apparently interrelated efforts coordinated? 

7) Why was the legal analysis of the jurisdictional issues surrounding online trading abandoned? 
Does FERC intend to complete the legal analysis of the jurisdictional issues surrounding online 
trading originally initiated as part of the Enron Online inquiry and identified in the August 16, 2001 
report? If so, when? 
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Thank you in advance for your cooperation. If you have any questions concerning this 
request, please have your staff contact David Berick of the Committee staff at 202-224-3811. 


Sincerely, 

Joseph I. Liebeiman 
Chairman 
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The Honorable Joseph I. Lieberman 
Chairman 

Committee on Governmental Affairs 
United States Senate 
Washington, DC 205 10 

Re: Enron Corporation Investigation 

Dear Mr. Chairman: 

Thank you for your letter of May 14, 2002, expressing concern about information 
revealed during the course of your Committee's inquiry into whether federal agencies 
have appropriately discharged their regulatory responsibilities by overseeing the activities 
of Enron Corporation. In particular, you question whether the Federal Energy Regulatory 
Commission (FERC or the Commission) appropriately discharged its duties to monitor 
and regulate energy markets, conducted reviews of Enron’s energy trading business, and 
heeded warning signs of problems in Enron's business activities. 

Since I became Chairman in September 2001, the Commission has moved 
aggressively to protect the nation's energy customers by overhauling its market 
monitoring and enforcement functions, stepping up its non-public investigations into 
electric and natural gas market activities, and undertaking a number of generic rulemaking 
initiatives to develop market structures and market rules for the electric industry that will 
help prevent the exercise of market power and permit effective, ongoing market oversight 
In addition, the agency is cunrently conducting a major, non-public investigation into 
potential market manipulation by Enron or any other entity in electric and natural gas 
markets in the West, since January 1, 2000. I anticipate presenting a report to Congress 
on this investigation this summer. 

In addition, the Commission has undertaken the following initiatives to protect 
energy customers: 

• Office of Market Oversight and Investigation - The Commission has appointed a 
director and continues to increase staffing for its new Office of Market Oversight 
and Investigation (OMOI). As soon as OMOI is fully staffed, it will serve as a key 
interface to market monitoring units (MMUs) of Independent System Operators 
(ISOs) and Regional Transmission Organizations (RTOs). OMOI will coordinate 
closely with the MMUs with respect to local and regional market patterns and 
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problems, but will also look for patterns and problems across multiple regions and 
markets. OMOI will conduct monitoring and oversight and issue regular reports 
on the status of the nation's energy markets. It will also investigate possible 
market problems and participant misbehavior and recommend appropriate 
Commission responses (including enforcement actions and rule changes) to the 
problems it finds. 

Regional Transmission Organizations (RTOs) - The Commission continues to 
promote the development of properly structured and truly independent RTOs. 

RTOs will provide significant benefits to electric utility customers across the 
nation by eliminating obstacles to competition and enabling markets to operate 
more efficiently. By reducing bulk power prices and improving reliability, RTOs 
will benefit all electricity customers. 

Revised Public Utility Filing Requirements - The Commission recently issued a 
final rule requiring detailed quarterly electronic reporting by power sellers 
(including marketers) of their power sales and transmission services. This new 
filing requirement will improve market transparency and information accessibility 
by making the data publicly available, leveraging current information technology 
for better data analysis, and by equalizing reporting requirements between 
traditional utilities and power marketers. The information revealed by the new 
quarterly reports should enhance public confidence in the fairness of the markets 
and make it easier to detect and discourage inappropriate practices in the energy 
markets. 

Standard Market Design - Through its ongoing rulemaking initiative on standard 
market design, the Commission intends to reform public utilities' open access 
tariffs to reflect a standardized wholesale market design. The new tariffs will 
eliminate inefficiencies caused by having different rules for different types of 
customers using the same transmission facilities, and will provide market 
participants with additional wholesale power trading opportunities. The goals of 
this initiative include providing improved services to all wholesale market 
participants; reducing delivered wholesale electricity prices through lower 
transaction costs and wider trade opportunities; reducing opportunities to game 
electricity markets; improving reliability through better grid operations and 
expedited infrastructure improvements; and increasing certainty about market rules 
and cost recovery for greater investor confidence to facilitate much-needed 
investment. A sound market design plays a critical role in reducing the incentives 
and opportunities to manipulate the markets. 



838 


3 

In addition, I believe this rule should require transmission providers to have 
independent administration of the day-ahead and day-of energy markets (the 
markets in which market power is most likely to exist) and also to have 
independent market monitoring units (MMUs). The MMUs would monitor 
market conditions and market participant behavior, identifying circumstances they 
believe may warrant remedial actions or rule changes in order to ensure protection 
of electricity customers from possible market manipulations or market power 
abuse. In effect, the MMUs will be a front line of defense for monitoring short- 
term power markets, and will work with the Commission to anticipate, prevent and 
remedy market problems. 

• Infrastructure - The Commission continues to promote adequate infrastructure by 
anticipating the need for new generation and transmission facilities, determining 
the rales for cost recovery of new energy infrastructure, encouraging the 
construction of new infrastructure, standardizing the rales for interconnecting new 
generating facilities, and licensing or certificating hydroelectric facilities and 
natural gas pipelines. 

In sum, these initiatives are designed to improve the effectiveness of competitive 
wholesale markets and minimize or prevent the potential for market power abuse. In 
furtherance of these goals, the Commission and its staff will continue to work with other 
federal agencies and with the states to protect the nation's energy customers and achieve 
the full benefits of wholesale competition within jurisdictional markets. 

Your letter asks a number of specific questions regarding the Commission's actions 
involving Enron Corporation. I am pleased to reply to these questions as follows. For 
your convenience, I have repeated your questions before providing an answer. 

(1) Has the Commission reviewed the August 16, 2001 report [on Enron 
Online] and the circumstances leading up to and following it? Do the 
Commissioners believe they received the information contained in the report 
in a timely manner? If the Commissioners did not receive the information in a 
timely manner, what steps will you take as Chairman to ensure that relevant staff 
investigations and work products are provided to the Commissioners? 

The report was concluded prior to a leadership transition at the Commission. 
Chairman Hebert and his General Counsel both left the agency shortly after the report 
was completed; I did not become Chairman until September 2001. Staff prepared the 
report to provide background information about the scope and development of electronic 
trading in the electric power and natural gas markets. You are correct that 
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the report does not constitute a comprehensive, critical investigation of Enron and 
electronic trading, but it does not appear to have been intended for that purpose. 

Different Commissioners received the report at different points in time, and the 
Commission has not taken formal action to accept or approve it. 

For the future, the organizational structure of the Commission staff is being 
changed to create a new Office of Market Oversight and Investigation (OMOI), which 
will interface with RTOs' market monitoring units and will monitor markets to ensure that 
market rules are working. OMOI is charged with conducting aggressive investigations 
and enforcement efforts, and will share those with the Commissioners and Commission 
staff promptly through regular briefings and reports. Further, better coordination among 
the new office and the Commission's legal and policy offices is under way to ensure that 
the full Commission receives information that is relevant to our market design and 
protection responsibilities. 

(2) What conclusions has the Commission reached regarding the way 
staff handled the August 16 report and the follow-up anticipated by the report? 

The Commission has never formally considered the August 1 6 report. However, it 
should be noted that, while the report was not presented to the Commission for formal 
action, subsequent to the report, staff did continue to monitor online trading platforms and 
Enron's impact on the energy markets. The focal point of these monitoring efforts was to 
identify any significant risk to the adequacy of energy supplies or adverse effects on 
wholesale prices. 

(3) In light of the fact that we now know the August 16 report's 
conclusion regarding Enron's financial conclusion has been proven false, has 
FERC reevaluated its policies or approach to conducting financial evaluations? 
Does FERC have adequate statutory and regulatory authority to ascertain the 
financial condition of regulated entities and parent corporations, such as Enron? 
Does FERC have adequate requirements to ensure the creditworthiness of energy 
marketers? 

Historically, the Commission's economic regulation has focused on ensuring that 
energy markets deliver adequate energy at reasonable prices. The Commission's financial 
audits of public utilities generally are focused on ensuring the accuracy of information 
needed for determining cost-based rates. Cost-based ratemaking encourages utilities to 
maximize their claimed costs and minimize their expected revenues, to justify the highest 
possible rates. The Commission's financial audits are designed to ensure that utilities 
with cost-based rates do not overstate costs or understate revenues. These concerns 
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generally do not apply to entities such as Enron that sell at market-based rates to non- 
captive customers; and the 2001 examination of Enron was not a formal financial audit. 

Of course, the Commission is concerned about the possible market effects of any 
questionable trading behavior Enron and its subsidiaries may have engaged in before the 
company's financial collapse. That behavior is the subject of an extensive, ongoing 
inquiry at the Commission. 

I do not believe the Commission needs more statutory authority to conduct the type 
of financial evaluations you suggest. The Commission has authority to obtain extensive 
financial information from public utilities and natural gas companies. The Federal Power 
Act (FPA) and the Natural Gas Act (NGA) have been construed by the Commission and 
the courts as focusing the Commission's role on ensuring adequate supplies " /at 
reasonable prices. However, if Congress wants the Commission to play a b 01 ener 83e, 
including monitoring the financial health of market participants regardless <TP?4?IT2 .t a 
participant's failure would adversely affect energy supplies or prices, legislative 
clarification of this intent may be appropriate (particularly with respect to the roles of the 
FERC, SEC and CFTC). 

As to creditworthiness, the responsibility for ensuring creditworthiness of 
participants in wholesale energy trades lies primarily with the parties involved in those 
trades. Creditworthiness provisions are included in some contracts or tariffs filed at the 
Commission to date, and the Commission will consider including some broad 
creditworthiness provisions in the standard transmission tariffs that will be developed in 
its ralemaking on standard market design (to prevent the use of individual 
creditworthiness terms as discriminatory measures in specific geographic areas or against 
specific players). I do not think there is a need for legislation on creditworthiness issues 
in energy markets. 

(4) Why did FERC apparently fail to implement the recommendation in 
the August 16, 2001 report to direct the inquiry team to continue to monitor Enron 
Online and other trading operations? What plans does FERC have for monitoring 
the development and operation of online trading platforms, as recommended by the 
August 16 report, including plans to coordinate such activities with CFTC? 

The Commission staff did, in fact, continue to monitor Enron Online and other 
online trading platforms, such as the Intercontinental Exchange and Tradespark. In 
addition, staff contacted energy traders to find out if they were concerned about their 
financial exposure to Enron Online. In the future, the monitoring of market operations 
and developments, such as the development and operation of online trading platforms. 



841 


6 

will be the responsibility of the new Office of Market Oversight and Investigation. Steps 
have begun to coordinate the activities of that office with the work of the CFTC. 

(5) Given the finding that Enron's trading model entailed significant 
financial risk, why did FERC take no formal action to monitor the financial status 
of Enron after the August 1 6 report, especially given changing circumstances? 

As noted earlier, the Commission's role in energy markets generally is to ensure 
adequate supplies of energy at reasonable prices, not to monitor the financial well-being 
of each market participant. The financial health of a market participant such as Enron, 
that sells power at market-based rates to non-captive customers, is important to the 
Commission's responsibilities if the company's failure could adversely affect energy 
supplies or prices. Although the collapse of Enron had devastating effects on 
shareholders and pension funds, the collapse itself did not adversely affect energy 
supplies or prices. 

(6) Records provided by FERC show that there were interagency 
meetings with CFTC and with the SEC to discuss electronic exchanges, data 
collection, and market monitoring activities at the same time the inquiry that 
produced the August 16 report was underway. At the same time, FERC was also 
conducting an investigation into energy prices in the Northwest and a proceeding 
to determine whether the citizens of California were entitled to refunds from 
marketers like Enron. Were those apparently interrelated efforts coordinated? 

The efforts you describe are not related. In May and June 2001, FERC staff met 
with staff at the SEC and the CFTC. The purpose of the meetings was to find out how 
those agencies were set up, and how they conducted their market oversight and 
enforcement responsibilities. It was intended to help the FERC staff identify best 
practices for FERC's own developing market oversight role. No specific cases or 
investigations were discussed in these meetings, since the focus was on the structure of 
the organizations and the processes used. In attendance at the meetings were some of the 
FERC staff who were working on various market inquiries potentially related to the 
jurisdiction of the SEC or CFTC. They attended in part to make contacts with staff at the 
other agencies who might be knowledgeable in areas of relevance and in part to determine 
whether the other agencies had done any work on issues of relevance to the inquiries. In 
short, these efforts focused on ways for the Commission's staff to gather information, 
identify circumstances warranting further attention and generally target its resources most 
effectively. 
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In contrast, the investigation into energy prices in the Northwest ( Puget Sound 
Energy v. All Jurisdictional Sellers, et al. . Docket No. EL01-10) and the proceeding on 
refunds in California ( San Diego Gas & Electric Co. v. Sellers of Energy . Docket No. 
ELOO-95) were formal judicial proceedings addressing requests for refunds in those 
markets. These proceedings address specific allegations that prices in those regions were 
not just and reasonable during 2000-200 1 . In the former proceeding, an administrative 
law judge has issued an Initial Decision, recommending against requiring refunds in the 
Northwest. The case is now pending before the Commission. In the latter case, a hearing 
is still pending before an administrative law judge. When the judge issues an Initial 
Decision, the Commission will determine the amount of any refunds. 

In short, the meetings with the CFTC and the SEC broadly addressed the market 
monitoring process while the other matters you describe are adjudicatory proceedings. 

The laws of administrative procedure require us to maintain strict separation between 
contested adjudicated proceedings and other Commission activities such as the CFTC and 
SEC discussions. 

(7) Why was the legal analysis of the jurisdictional issues surrounding 

online trading abandoned? Does FERC intend to complete the legal analysis of the 
jurisdictional issues surrounding online trading originally initiated as part of the 
Enron Online inquiry and identified in the August 16, 2001 report? If so, when? 

In the summer of 2001, the Commission's prior General Counsel assigned an 
attorney in the Office of the General Counsel (OGC) to draft an analysis of jurisdictional 
issues related to Enron Online. An initial draft was completed in late August 2001 as an 
internal OGC document. This was followed by a time of transition at the Commission, 
including the departure of the then-Chairman and then-General Counsel. It should be 
noted that, under Commission precedent, the Commission has asserted jurisdiction only 
over the public utility sellers that sold electric energy through Enron Online and only 
where such energy actually went to physical delivery; further, there was no issue pending 
before the Commission of whether die Commission had jurisdiction over Enron Online 
itself or over derivatives trading over Enron Online. In recent months, however, 
additional factual and legal questions have arisen regarding Enron Online's role in power 
markets. OGC is in the process of finalizing a more comprehensive jurisdictional memo. 
We anticipate that this memo, which will represent privileged and confidential non-public 
attorney work product, will be given to all Commissioners in the next few weeks. 
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In summary, the Commission's August 2001 report on Enron Online is not 
representative of the type of investigation that the Commission is now conducting into 
Western energy market activities, nor of the approach we will take in the future once the 
OMOI is fully staffed. Our initiatives to promote standard market design and RTOs will 
do much to assure competitive electric markets and fair rules and OMOI will step in to 
enforce those rules and investigate aggressively as needed. I look forward to sharing 
more information on those initiatives with you and your Committee. 


If I can be of further assistance, please do not hesitate to contact me. 

regards, 



food. III 
Chairman 
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Rating activity was distinctly negative in the U.S. utility industry (electric, gas, 
pipeline, and water companies) in this year's very energetic first half. Although 
the negative trend mirrored that of the first six months of 2001 , the actual 
number of rating changes has accelerated dramatically. Moreover, the rating 
actions were overwhelmingly on the negative side with an unprecedented 78 
downgrades among holding companies and operating subsidiaries, compared 
with only six upgrades. In the second quarter alone, there were 58 
downgrades and three upgrades. CreditWatch placements and outlook 
revisions were predominately negative. In contrast to this year's first half, 
there were 45 rating changes (28 downgrades, 17 upgrades) during the same 
period of 2001, with the bulk of the actions occurring in the first quarter. In 
addition, a handful of companies was placed on CreditWatch or had their 
outlooks changed, most of which were also negative. 

The general weakening of credit quality in the U.S. power industry began well 
before the California and Enron Corp. debacles of 2001, but it has certainly 
been exacerbated by them. This deterioration can be traced to several 
causes: 

• The erosion of bondholder protection parameters; 

• Diminished liquidity and financing flexibility; 

• Increased business risk derived from growing investments outside the 
traditional regulated utility business, particularly unregulated generation 
and energy trading and marketing; 

• Regulatory challenges; 

• Capital and corporate restructuring efforts; and 

• To a lesser extent, by mergers and acquisitions. 

These trends evolved as a result of companies' strategies to enhance 
shareholder value in an environment that had become increasingly uncertain 
and competitive. 
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Chart 1 

Rating Actions Through June 30 
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Industry Ratings Entrenched in 'BBB+' Category 

In just 12 months, the number of companies rated 'A' and above has 
significantly declined, while the number of firms rated ’BBB' and below has 
risen substantially. About 51% of the industry now carries a ’BBB' category 
rating, while 6% are rated below investment grade, including three companies 
that are rated 'D', compared with 39% and 4%, respectively, at the end of 
June 2001 . About 43% of the utility industry carries ratings of A’ and above, 
versus 55% one year earlier. It is important to note that although the average 
rating for the power sector as a whole has slipped into the high 'BBB' area, 
companies that continue to emphasize a vertically integrated structure are 
hanging onto an A-' average. But utility holding companies that have ventured 
too far afield from their core competencies have suffered a weakening in their 
market capitalization and in many instances rating downgrades. 

Notwithstanding the industry’s credit decline, the sector remains relatively 
highly rated, certainly compared with the average 'BB' category for U.S. 
industrials. This is a function of the large percentage of companies (86%) that 
have average or above-average business profiles. 
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Chart 2 

Business profile Distributions 
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Capital Market Update 

Financing activity declined in the past 12 months following a significant 
increase in 2000. The amount of debt and preferred stock issued during the 
first half of 2002 was about $37.6 billion, compared with about $48.5 billion 
issued during the first six months of 2001 . The decrease is attributable to a 
number of factors, among them capital market jitters, especially for those 
issuers that require access to the capital markets, a consequent heavier 
reliance on bank debt, sliding wholesale electricity prices, and reduced capital 
expenditures across all sectors, but most significantly as the result of the 
postponement or cancellation of planned new power plants. 
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Chart 3 

Debt and Preferred Stock Issuance Through June 30 
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Weak Bondholder Protection Measures 

A rising incremental debt burden has driven down key financial parameters in 
the past two years. Total debt as a percentage of total capitalization stood at a 
liberal 59.4% at Dec. 31, 2001 (the latest period in which comparable data is 
available), versus 54% five years earlier. Much of the increase is attributable 
to debt raised at the parent or intermediate holding company level to fund 
unregulated operations. The increase in debt leverage has not been offset by 
a strengthening in cash flows, and the funds from operations (FFO) to total 
debt ratio has accordingly steadily declined, falling below 17% in 2001 from 
22% in 1997. This key financial ratio is characteristic of 'BB' category 
companies with average business profiles. Funds flow coverage of interest 
and pretax interest coverage have also slipped, to 3.1 times (x) and 2.8x, 
respectively, in 2001 from 3.9x and 3.1x in 1997. These levels are just 
suitable for companies in the 'BBB' rating group. However, the 
aforementioned ratios actually rose, although very slightly, in 2001 from 2000 
because of lower interest rates. Of course, there are several other financial 
and qualitative factors that determine credit quality, but given eroding financial 
parameters and the negative pressures on risk profiles, it may be increasingly 
difficult to sustain even a median 'BBB+' rating. 
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Chart 6 

Average Sector FFO Interest Coverage 
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Chart 7 

Average Sector FFO as a% of Total Debt 



Looking Ahead 

At present, 62% of all utility rating outlooks are stable compared with 58% one 
year ago. The heightened stability is attributable mainly to the substantial 
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number of ratings that had carried a negative outlook and have since been 
downgraded. Nevertheless, the percentage of outlooks that are negative 
(21%) continues to strongly overshadow positive outlooks, which stand at just 
1%. This negative bias results mostly from a proliferation of higher-risk 
business strategies, weak competitive positioning, regulatory uncertainty 
regarding industry restructuring, and volatility in the wholesale power market. 
The remaining 16% of companies are on CreditWatch--71 % carry a negative 
listing, 16% positive, and 14% developing (which indicates that a rating may 
be raised or lowered). These percentages suggest that frequent rating 
changes will continue. 

Standard & Poor's expects that most companies providing electricity and gas 
service will continue to maintain financial profiles that warrant, at a minimum, 
investment-grade ratings. This is because much of the energy industry still 
remains heavily regulated, with less and less near-term chance of much 
changing in that respect. Moreover, the momentum of the utility industry to 
disaggregate into its component parts appears, for now, to have stalled as 
companies such as Allegheny Energy Inc., Constellation Energy Group Inc., 
and Xcel Energy Inc have revised their strategies to remain more vertically 
integrated. 

Utilities that merge with other companies and invest outside the traditional 
regulated utility business will be rated on the basis of the qualitative and 
quantitative fundamentals of the consolidated entities. 

Vertically integrated utilities and transmission and distribution utilities are the 
antithesis of asset-light strategies, relying instead for earnings growth on the 
revenue-generating capabilities of hard, tangible, and easily definable assets. 
Investors have been harmed badly by strategies and business activities that 
were less than fully understood. As a result, just as they did after the last 
round of diversification mania in the 1980s, managers are de-emphasizing 
their nonutility investments, and if at all possible, focusing investors 1 attention 
on the amount of consolidated cash flow or operating earnings that their utility 
business provides. It is clear that investors are looking for companies with 
strategies that are simpler and more comprehensible, and with balance 
sheets to match. 

Prospective rating revisions will likely reflect the degree to which nonregulated 
activity increases business risk, the degree of structural or regulatory 
insulation of the core utilities, and the evolution of industry restructuring 
among the states. However, the California deregulation debacle has caused 
many state commissions and legislatures to delay or reverse their initial plans, 
including California itself. Fewer than 20 states have any kind of retail choice 
at all, and in the Southeast and portions of the Midwest, regulators and 
politicians seem to flat out oppose deregulating and restructuring efforts. 
Without posting stronger earnings and cash flow measures and establishing 
more balanced capital structures to compensate for riskier business profiles, 
ratings could further deteriorate. 
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Charts 

Second Quarter Rating Distributions, 2001-2002 
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California Update 

The corporate credit rating on Southern California Edison Co. (SCE) was 
raised to 'BB' from ‘D’ on March 5 to reflect the utility’s use of loan proceeds 
and cash on hand to cure all defaulted debt obligations. SCE also paid more 
than $2.2 billion to power suppliers, the California Power Exchange, and the 
California Independent System Operator to resolve defaulted trade 
obligations. 

SCE’s ability to cure the defaults reflects the utility's ability to secure loans 
based on the sound cash flows that should be produced under the terms of a 
settlement with the California Public Utilities Commission (CPUC) in the 
litigation that SCE had commenced in federal court. The settlement 
agreement provides SCE with the right to recoup, within a definitive time 
frame, that portion of 2000's and 2001 's power procurement costs that the 
CPUC had previously barred the utility from recovering. The rating is further 
supported by the fact that enforcement of the settlement agreement remains 
subject to the jurisdiction of the federal court. 

SCE has made significant progress toward re-establishing its historically 
strong creditworthiness. However, the regulatory environment still leaves 
considerable uncertainty as to when its ratings can be restored to investment 
grade. Because the CPUC was instrumental in the precipitous deterioration of 
the utility's credit quality, future CPUC regulatory decisions, particularly 
evidence of sustained supportive ratemaking decisions made independently 
of actions mandated by the settlement agreement, will be critical to the 
direction of SCE's credit quality. The ratings are also premised on a favorable 
resolution of the outstanding judicial challenges to the SCE/CPUC settlement 
agreement. 

Regarding Pacific Gas & Electric Co., the bankruptcy proceedings are 
continuing. At this time, it remains unclear when the utility will emerge from 
bankruptcy. The utility and the CPUC are mired in the process of advancing 
the merits of their competing reorganization plans. When this issue is 
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resolved, the timing of the utility’s emergence from bankruptcy will be more 
predictable. 

Downgrades Continue to Dominate 

Ratings on Dynegy Inc. and subsidiaries Illinois Power Co., Illinova Corp., and 
Dynegy Holdings Inc. were lowered twice during the second quarter. The first 
downgrade to 'BBB' followed a re-evaluation of the business risk of the 
company's various operating segments, its financial profile, capital adequacy, 
and liquidity position. On June 25, Standard & Poor’s again lowered the 
ratings, to 'BBB-', following Dynegy's announcement of its new capital plan. 
Although the plan could bolster Dynegy’s liquidity position, implementation will 
likely weaken Dynegy’s capital structure and business profile. Specifically, 
consolidated credit protection measures are expected to be more in line with 
a 'BBB-' rating. The ratings remain on CreditWatch with negative implications 
owing to the firm's ability to generate sustainable cash flow at a level that 
supports the current rating, as well as a number of events such as the formal 
SEC investigation into the firm's Alpha transaction and dislocation in the 
capital and energy markets. 

The ratings on Xcel Energy and subsidiaries Northern States Power Co., 
Northern States Power Wisconsin, Public Service Co. of Colorado, and 
Southwestern Public Service Co. were lowered, reflecting Xcel's decision to 
repurchase the 26% of shares of NRG Energy Inc. that Xcel had sold to the 
public. Xcel's ratings now incorporate NRG Energy credit risk. Xcel Energy 
now again owns 100% of NRG Energy, a wholesale power developer that 
owns generating plants, mainly in the U.S. At the same time, the corporate 
credit rating of NRG was raised to reflect the consolidated corporate credit 
rating of Xcel. The outlook is negative pending the outcome of management's 
plan to sell NRG's international assets and de-leverage NRG's balance sheet. 

Lower ratings on Cinergy Corp.'s subsidiaries Cincinnati Gas & Electric Co. 
(CG&E) and PSI Energy Inc. (PSI) can be traced to Standard & Poor’s 
methodology and assessment that the risk of default is the same throughout 
the consolidated enterprise. The levelization resulted in the downgrade of the 
corporate credit ratings of the regulated subsidiaries. However, the senior 
secured debt ratings at CG&E and PSI were affirmed due to the significant 
asset value of the property underlying the first mortgage bonds. The outlook is 
stable. 

The ratings on The AES Corp. subsidiary IPALCO Enterprises Inc. and its unit 
Indianapolis Power & Light Co. were lowered due to their linkage to AES, 
whose ratings were downgraded. The outlook is negative. 

PPL Corp.'s ratings were lowered, while those of subsidiary PPL Energy 
Supply LLC were affirmed based on the consolidated credit profile of PPL 
group after deconsolidation of PPL Electric Utilities Corp. (PPLEU) from the 
parent. Furthermore, PPL Corp.'s credit profile has eroded due to setbacks 
faced in international operations. PPLEU is structurally insulated from the rest 
of the PPL group because of ring-fencing, and PPL Corp.'s ratings reflect only 
the amount of dividend distributions expected to be made by PPLEU to PPL 
Corp. The outlook is stable. 

The Williams Cos. Inc. and its subsidiaries had their ratings lowered due to 
the net effect of having to meet liquidity requirements and the assumption of 
$1 .4 billion of debt from Williams Communications Group Inc. Before Williams 
announced its debt-reduction plan, the adjusted after-tax cash flow interest 
coverage was low for a 'BBB' rating, with minimum and average ratios of 3x 
and 3.1 x, respectively, for 2002 to 2004. The coverage assumes the 
consolidation of debt at Williams' subsidiaries and imputed interest for the 
debt-like tolling agreements and capital adequacy obligations associated with 
trading operations. The outlook is negative. 
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The corporate credit rating of Public Service Enterprise Group Inc. 

(Enterprise) subsidiary Public Service Electric & Gas Co. (PSE&G) was 
lowered to 'BBB' from 'A-'. While the utility’s financial and operational profile 
present less credit risk than Enterprise's unregulated businesses, the 
corporate credit rating, following the downgrade, recognizes that Enterprise's 
unregulated subsidiaries are increasingly important to Enterprise's strategic 
growth objectives, the utility's dividends are critical to the accomplishment of 
those strategic goals, and Enterprise's unregulated subsidiaries enjoy 
heightened access to the capital markets on the strength of their affiliation 
with PSE&G and its contributions to their development. PSE&G's dividends 
are significant both in absolute terms and relative to the dividends paid to 
Enterprise by companies affiliated with PSE&G. The outlook is stable. 

Lower ratings for American Electric Power Co. Inc. (AEP) and its many 
subsidiaries were lowered, reflecting the expected restructuring of AEP into its 
two main lines of business. The restructuring will benefit AEP’s business 
profile through clearly defining the source of regulated and unregulated 
earnings and cash flows, but the financial profile of the restructured AEP is 
projected to support only a ’BBB+' corporate credit rating. The restructuring 
has received most of the required regulatory approvals and is likely to be in 
effect by the third quarter of 2002. The outlook is stable. 

The ratings on Potomac Electric Power Co. (PEPCO), Delmarva Power & 

Light Co., and Atlantic City Electric Co. were lowered and the ratings of 
Conectiv were affirmed, reflecting the imminent merger of Conectiv with 
PEPCO. The outlook is stable. 

The ratings of TECO Energy Inc. and subsidiary Tampa Electric Co. were 
lowered due to Standard & Poor’s assessment of TECO's business strategy 
and the quality of the cash flow stream generated to support the level of risk 
being undertaken. TECO is challenged with a growing portfolio of higher-risk, 
nonregulated power development, as well as regulated utility plant-repowering 
expenditures, which stress the company's credit profile. The outlook is 
negative. 

Laclede Gas Co., saw its ratings lowered due to deterioration in parent 
company Laclede Group Inc.’s consolidated financial profile. Bondholder 
protection parameters have eroded due to several successive 
warmer-than-normal winters and increasing debt leverage. The outlook is 
stable. 

The ratings on Sierra Pacific Resources (Sierra Pacific) and its utility 
subsidiaries Nevada Power Co. and Sierra Pacific Power Co. were lowered 
and its CreditWatch implications were revised to negative from developing. 
Reduced creditworthiness reflects constrained liquidity and the considerable 
challenges that the company faces. 

Lower ratings for Sempra Energy and its utility subsidiaries San Diego Gas & 
Electric Co. and Southern California Gas Co. reflect rapid growth in 
unregulated ventures. In addition, Sempra's consolidated financial profile no 
longer supports the increased business risk of the enterprise at the level of 
the former ratings. The outlook is stable. 

The ratings of Allegheny Energy Inc. and its regulated subsidiaries, West 
Penn Power Co., Monongahela Power Co., and The Potomac Edison Co., 
were downgraded and equalized at 'BBB+' to reflect Allegheny's decision to 
abandon the announced spin-off of its nonregulated generating subsidiary, 
Allegheny Energy Supply Co. LLC, and instead to continue operating more as 
an integrated company. Standard & Poor&#39;s considers all of the 
company's core subsidiaries to have the same default risk, and thus the same 
corporate credit rating. The outlook is stable. 
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Lower ratings for Kansas City Power & Light Co. (KCPL) can be traced to a 
continued decline in parent Great Plains Energy Inc.’s financial profile. Great 
Plains' financial measures are subpar relative to its average business profile. 
Yet, financial improvement is expected given moderating construction activity, 
gradual debt paydown, and greater profits from Great Plains' unregulated 
units. Within two years, the company’s financial profile is anticipated to be 
commensurate with its 'BBB' corporate credit rating. This expectation, 
however, depends on the magnitude of growth among the unregulated 
businesses and their financial performance. The outlook is stable. 

The ratings of DQE Inc. and subsidiary Duquesne Light Co. were lowered due 
to weakness in DQE’s financial condition and higher leverage due to a 
convergence of impairment write-offs and stock repurchases; continuing 
asset rationalization at AquaSource, DQE's water and wastewater 
management company; and limited customer growth opportunities in 
Duquesne Light’s native markets. The outlook is negative. 

The ratings on Reliant Resources Inc. and its subsidiaries were lowered 
owing to the acquisition of Orion Power Holdings. Subsequently, Reliant 
Resources' ratings were placed on CreditWatch with negative implications, 
reflecting the concern that a lack of market confidence or the risk that another 
rating agency would lower Reliant Resources' ratings to non-investment grade 
could create liquidity issues as counterparties demand increased collateral to 
maintain trading relationships. To a lesser degree, Standard & Poor’s is 
concerned that management was until recently unaware of "wash" power 
transactions, the simultaneous sale and repurchase of electricity, usually at 
the same price, which are used to increase reported trading volumes. 
Standard & Poor's will review Reliant Resources’ trading control systems and 
the steps that management is taking to ensure sustained and proper 
compliance. 

Constellation Energy Group's corporate credit rating was lowered one notch, 
to 'A-' from 'A', and its subsidiary Baltimore Gas & Electric Co.'s (BGE) 
corporate credit rating fell two notches, to 'A-' from 'A+'. These actions reflect 
the heightened role that merchant energy plays within Constellation and the 
market volatility that Constellation's merchant energy businesses face. 

Despite the risks inherent in merchant energy, ratings remain in the 'A' 
category because bondholder exposure is tempered by expectations that the 
regulated utility will produce strong and stable cash flows, a portion of which 
will be available to support debt issued by the parent to finance the growth of 
the unregulated operations. Although BGE’s cash flows exhibit considerable 
strength, the utility's ratings are constrained by its affiliation with the merchant 
energy business and Constellation's support and growth of unregulated 
operations. The outlook is stable. 

IDACORP Inc and subsidiary Idaho Power Co saw their ratings fall to reflect 
the increased business risk that the company was incurring as a result of the 
rapid growth of nonregulated trading and marketing activities, as well as a 
financial profile that had been weakened by the western power crisis. 
Subsequently, at the end of the second quarter, the credit outlooks were 
changed to positive from negative to reflect management's decision to wind 
down the power marketing business of its IDACORP Energy subsidiary. 

The ratings on Energy East Corp. and its operating subsidiaries, Rochester 
Gas & Electric Corp., New York State Electric & Gas Corp., Central Maine 
Power Co., Southern Connecticut Gas Co., and Connecticut Natural Gas 
Corp., were lowered to reflect weakened consolidated business and financial 
profiles, after accounting for the acquisition of Rochester G&E. The outlook is 
negative. 

Water utility Azurix Corp.’s ratings were lowered to ’D’ in light of completion of 
a tender offer on the company's debt for a price that is less than par value. 
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RWE AG and subsidiary Elizabethtown Water Co. saw their ratings lowered, 
reflecting deterioration in RWE's consolidated financial profile. The outlook is 
stable. 

Little Credit Improvement 

The upgrades occurred with Orion Power Holdings and PSEG Energy 
Holdings Inc. The upgrade for Orion Power can be attributable to the 
company's acquisition by Reliant Resources. PSEG Energy' corporate credit 
rating was raised reflecting the substantial financial benefits that the company 
derives from its affiliation with other members of the Public Service Enterprise 
Group (Enterprise) that exhibit significantly stronger stand-alone credit quality 
than PSEG Energy. The corporate credit rating upgrade reflects expectations 
that the risk of timeliness of payment is equivalent throughout the several 
companies that comprise Enterprise's family of companies. It is important to 
note that the 'BBB-' rating on PSEG Energy's unsecured debt was affirmed 
based on the weaker ultimate recovery prospects at PSEG Energy resulting 
from inferior asset quality. 

CreditWatch Listings Heat Up 

CMS Energy Corp. and subsidiaries Consumers Energy Co. and CMS 
Panhandle Pipeline Cos. had their ratings placed on CreditWatch with 
negative implications, reflecting the heightened political and regulatory 
uncertainty arising from the company's "round-trip" electricity trades and 
related issues. 

The ratings on Ameren Corp. and subsidiaries Union Electric Co. and Central 
Illinois Public Service Co. were placed on CreditWatch with negative 
implications following the company's announcement of a definitive agreement 
with The AES Corp. to acquire lower rated CILCORP Inc. and its subsidiary 
Central Illinois Light Co. (CILCO). Ameren's unregulated generating 
subsidiary AmerenEnergy Generating Co. was placed on CreditWatch with 
positive implications. The CreditWatch implications on CILCORP and 
subsidiary CILCO were changed to positive from developing. An important 
consideration in resolving the CreditWatch listing is Standard & Poor's opinion 
that ail operating subsidiaries are core to Ameren's business strategy, 
including CILCORP. This differs from our former perspective in which 
AmerenEnergy Generating and Central Illinois Public Service were rated 
based more on their stand-alone qualitative and quantitative credit factors. 
Upon completion of the acquisition, Standard & Poor's will view the default 
risk as being the same throughout the Ameren organization. 

FPL Group Inc. and subsidiaries’ ratings were listed on CreditWatch with 
negative implications following the announcement that the company will 
purchase an 88% interest in the 1,161 MW Seabrook nuclear power plant. 
The acquisition is negative because it increases the risk profile of the group 
and its subsidiaries, and will initially increase the company’s debt leverage. 

The CreditWatch listing on the ratings of Northern Natural Gas Co. (NNG) 
and Transwestern Pipeline Co. was revised to developing from negative 
reflecting the fact that neither company has been included in the Enron 
bankruptcy and uncertainty as to whether they will be drawn, into the 
bankruptcy proceedings. In addition, for NNG, the change reflects Dynegy's 
announcement regarding its assumption of ownership of NNG from Enron. 

On July 2, 2002, NNG's ratings were raised due to the expiration of Enron's 
option to repurchase Northern Natural Gas Pipeline, therefore ensuring the 
firm remains a wholly owned subsidiary of Dynegy for the time being. The 
developing CreditWatch listing remains as a result of Dynegy's new capital 
plan, which states that a partial sale of the pipeline could be a source of 
funds. 


Outlook Changes Decidedly Negative 
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The credit outlook on FirstEnergy Corp. and its seven operating utilities was 
revised to negative from stable because of several recent developments that 
will put pressure on the company's ability to meet the financial targets it set 
following the acquisition of GPU Inc. These developments include damage to 
the reactor vessel head at the Davis Besse nuclear power plant, an 
unfavorable ruling by the Pennsylvania Commonwealth Court regarding the 
GPU acquisition, and worsening market conditions for sales of some of 
FirstEnergy's remaining noncore assets. While the company has put in place 
a reasonable plan to mitigate these developments, Standard & Poor’s 
believes that as a result of these developments, the company could find it 
difficult to reach its expected financial targets. 

MDU Resources Group Inc. had its ratings outlook changed to negative from 
stable, reflecting the heightened risk associated with the company's 
expansion into unregulated operations. 

The outlook revision on NiSource Ire. and its subsidiaries to negative from 
stable reflects the company's stressed financial condition that stems from the 
debt-financed acquisition of Columbia Energy Group in late 2000, a slowdown 
in the economy, higher bad debt expense, and sliding wholesale electricity 
prices and expectations for a rate cut. On June 24, 2002, subsidiary Northern 
Indiana Public Service Co. reached a rate settlement that calls for a 6% rate 
decrease, a level that is actually lower than expected. These factors, coupled 
with delays in completing sales of noncore assets, have resulted in a 
weaker-than-expected financial profile. Although continued merger synergies, 
aggressive cost controls, reduced capital expenditures in all business 
segments, and productivity enhancements will help to modestly improve 
NiSource's financial parameters, management will need to significantly 
reduce the company’s extremely high level of debt. A substantia! common 
equity issuance that NiSource plans for following Indiana commission 
approval of the recent rate settlement, with proceeds being applied to paring 
debt levels, will lift subpar financial measures. However, failure to continue 
the rapid strengthening of the balance sheet beyond the benefit realized by 
the pending equity sale will result in a ratings downgrade. 

The outlook on DPL Inc. and subsidiary Dayton Power & Light Co. was 
changed to negative from stable reflecting increasing business and financial 
risks. Specifically, the likelihood of decreased cash flows from DPL’s peaking 
plant facilities and write-offs associated with its investment portfolio could 
adversely affect credit protection measures and financing flexibility and 
liquidity. 

SEMCO Energy Inc.’s outlook was revised to negative from stable due to a 
weakened financial profile stemming from warm weather experienced during 
the recent heating season. Although Standard & Poor's recognizes the 
cyclical nature of the natural gas industry, another warm heating season will 
be detrimental to SEMCO's financial profile, which is already subpar for the 
current 'BBB' rating. 

The outlook on UGI Corp. affiliates AmeriGas Partners L.P. and UGI Utilities 
Inc. was changed to negative from stable, reflecting the potential for financial 
degradation from the warm winter weather experienced in the recent heating 
season throughout the U.S. Although Standard & Poor's recognizes the 
cyclical nature of the propane and natural gas industries, another warm 
heating season will further harm AmeriGas' already weak financial profile. As 
a result, AmeriGas could place a credit drag on its parent and utility affiliate. 
The outlook revision also reflects the growing proportion of debt dedicated to 
nonregulated activities. 

Progress Energy Inc. and its subsidiaries Florida Power Corp. and Carolina 
Power & Light Co. had their credit outlooks revised to negative from stable. 
The action can be traced to the increased business risk at nonregulated 
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subsidiary Progress Ventures, lower-than-projected credit protection 
measures, and a rate settlement for Florida Power, whose reduction in retail 
rates will decrease future revenue growth. 


Chart 9 

Outlook Distribution 
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Recent Stability 

The credit outlook on Hawaiian Electric Industries Inc. and utility subsidiary 
Hawaiian Electric Company, Inc. was revised to stable from negative owing to 
the diminishing effect on the heavily tourism-dependent economy from the 
Sept. 1 1 terrorist attacks. 

On a Positive Note.*. 

As mentioned earlier, the outlook on IDACORP and subsidiary Idaho Power 
was revised to positive from negative to reflect management's decision to exit 
the trading business, a strategy that may take up to two years to execute. 
Standard & Poor's will consider a ratings upgrade upon the successful 
execution of the new strategy, prospects for which wouid be enhanced by the 
issuance of equity or equity-like securities. 
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